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I .  Introduction 

The  nursing  home  industry  is  the  only  major  component  of  the  medical  sector 
which  has  become  a  Medicaid  industry.    Long  term  care  facilities  are  dependent 
upon  the  state  for  most  of  their  patients  and  their  revenues.    Because  of  this 
high  level  of  dependency  and  because  of  the  importance  of  payment  systems  to 
the  survival  of  the  industry,  nursing  home  reimbursement  policy  is  the  most 
powerful  policy  device   the  state  has  at  hand.    With  it,  the  state  can  structure 
the  industry  and  control,  to  a  large  extent,  the  location  of  firms,  the  size  of 
homes,  the  dominance  of  proprietary  or  voluntary  homes,  the  general  availability 
of  beds  and  the  levels  of  care  available.    It  can  encourage  or  discourage  certain 
real  estate  transactions,  patient  transfers,  and  the  delivery  of  specific  types 
of  care.    Reimbursement  policy,  in  short,  permits  the  state  to  define  and  develop 
the  type  of  industry  it  wishes  to  care  for  its  Medicaid  patients  and,  to  a  lesser 
degree,  its  non-impoverished  citizens. 

Under  financing  from  the  Health  Care  Financing  Admimistration  (Contract  No. 
600-77-0070)  we  have  attempted  to  analyze  the  way  in  which  reimbursement  policy 
has  been  made  and  applied  at  the  state  level.    Specifically,  we  examined  the- 
politics  and  economics  of  nursing  home  reimbursement  in  seven  state  Medicaid  pro- 
grams.   In  each  state  we  traced  the  development  of  the  rate  setting  mechanism  within 
the  context  of  the  Medicaid  program  and  the  nursing  home  industry,  identified  poli- 
tical trends  and  considerations  among  the  principal  actors >    and  analyzed  the 
economic  incentives  in  the  reimbursement  systems  that  were  adopted. 

The  Health  Care  Financing  Administration  was  interested  in  the  experience 
of  states  using  prospective  reimbursement.    For  the  purposes  of  this  study 
prospective  reimbursement  was  defined  as  any  mechanism  which  allowed  the  state 
to  set  a  predetermined  rate.    Once  states  with  prospective  systems  were  identified 
they  were  disaggregated  by  the  following  characteristics. 
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1.  The  type  of  prospective  reimbursement  system  within  the  state,  i.e., 
whether  it  was  facility-specific  (a  separate  rate  based  on  each  home's 
costs  up  to  ceiling)  or  facility-independent  (a  rate  set  independently 
of  a  given  facility's  actual  costs).    We  also  attempted  to  include 
states  with  innovative  reimbursement  solutions  such  as  New  York's 
capital  cost  payment  mechanism,  Illinois  point  system  for  nursing 
costs  and  Louisiana's  rate  of  return.  (See  Table  1) 

2.  The  Medicaid  characteristics  relevant  to  the  provision  of  nursing  home 
services*  e.g.  total  Medicaid  expenditures,  the  percentage  of  each 
state's  Medicaid  budget  allotted  to  nursing  homes,  the  distribution 

of  state  funds  between  skilled  and  intermediate  care  facilities,  etc. 
(See  Table  2) . 

3.  The  demographic  characteristics  of  the  elderly  within  each  state  (e.g. 
the  urban/rural  distribution,  the  prevalence  of  poverty,  the  racial 
composition)  and  the  relationship  between  the  nursing  home  industry  and 
the  elderly  (e.g.,  the  nursing  home  beds  available  to  the  state's 
elderly  population  and  the  percent  of  elderly  citizens  residing  in 
nursing  homes) .     (See  Tables  3  and  4) . 

Our  purpose  for  disaggregating  states  by  these  characteristics  was  to  ensure 

that  our  selection  of  states  exhibited  a  variety  of  the  relevant  attributes. 

We  looked  at  both  instances  of  facility-related  and  facility- independent  types 

of  prospective  reimbursement,  and  examined  the  economic,  administrative,  and 

political  problems  associated  with  those  two  types  of  systems .    The  percentage 

of  a  state's  Medicaid  budget  allocated  to  nursing  homes  indicated  what  type  of 

commitment  aad  been  made  to  nursing  home  care  vis-a-vis  all  other  Medicaid  services. 

The  allotment  between  skilled  and  intermediate  care  again  refined  the  preference 

patterns.    It  allowed  us  to  look  at  states  which  were  heavily  biased  towards  one 

form  of  nursing  care  and  examine  the  impact  the  reimbursement  system  has  had  on 

that  programmatic  bias.    Finally,  if  a  state  had  embarked  upon  a  particularly 

interesting  and  innovative  scheme,  it  was  included  in  the  study.    Based  upon 

these  considerations  and  the  willingness  of  the  states  to  participate  in  the 

project  we  selected  seven  states  1)  California;  2)  Colorado;  3)  Connecticut; 

4)  Illinois;  5)  Louisiana;  6)  Minnesota;  and  7)  New  York. 
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Table  3 

Selected  Demographic  Characteristics  of  Aged  Populations 

by  State  -  1970 


%  of  Aged  Black 

%  of  Aged  Rural 

%  of  Aged  Spanish 
Language  or 
Surname 

%  of  Aged  with 
Income    125%  ,  <. 
Poverty  Level 

California 

4.0 

9.8 

7.3 

27.8 

Colorado 

1.8 

22.1 

7.1 

32.9 

Connecticut 

2.9 

19.6 

0.7 

23.1 

Illinois 

7.5 

19.0 

0.8 

31.5 

Louisiana 

29.2 

35.2 

1.2 

53.2 

Minnesota 

0.5 

37.2 

0.1 

36.2 

New  York 

6.0 

12.8 

1.2 

29.3 

Source:     1970  Census  of  Population,  States  Tables  20,  48  and  152. 
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Table  4 

NURSING  HOME  CHARACTERISTICS 


Occupancy 


Beds  per  100 

population  age 

65  and  over  1976  Rank 


Nursing  Home 
Residents  as  %  of 
population  age  65 
and  over 


California 


90.0 


65.2 


(24) 


5.15 


Colorado 


83.9 


104.3 


(2) 


8.66 


Connecticut 


Illinois 


Louisiana 


Minnesota 


New  York 

National 

Mean 

Median 


94.5 


91.4 


95.2 


95.4 


93.1 


74.5 
75.4 
53.9 
96.7 
50.5 


64.0 
63.2 


(17) 
(15) 
(34) 
(6) 
(36) 


6.59 


6.69 


5.13 


8.87 


4.16 


5.56 
5.42 


Source:    Master  Facilities  Inventory,  Selected  years  unpublished. 
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Within  each  state,  we  collected  reports,  memoranda,  testimony,  position 
papers,  and  other  relevant  data  related  to  the  development  of  that  state's  reim- 
bursement system.    We  also  interviewed  approximately  fifteen  individuals  per 
state  who  played  a  role  in  the  development  of  the  payment  mechanism.  The 
respondents  were  typically  administrators  within  the  state's  department  of  social 
services,  department  of  health, and  department  of  management  and  budget;  state 
legislators  and  their  staffs;  and  executives,  lawyers  and/or  accountants  repre- 
senting the  state's  nursing  home  associations. 

The  information  collected  was  assembled,  analyzed  and  presented  as  seven 
case  studies.    Each  case  study  was  sent  to  the  federal  Medicaid  agency,  the  rele- 
vant HCFA  regional  office  and  the  state  respondents  for  review  and  criticism. 
Nearly  all  of  the  comments  received  were  incorporated  into  the  state  reports. 

The  size  of  the  sample  and  the  complexity  of  the  topic,  however,  prevent  us 
from  making  many  generalizations  from  our  case  studies  to  the  rest  of  the  country. 
From  our  sample  however  there  are  two  types  of  results  which  have  very  useful  policy 
implications.    The  first  is  the  identification  of  common  issues  that  each  state 
had  to  address  when  it  redesigned  or  modified  its  reimbursement  systems. 
The  second  relevant  result  is  in  the  range  of  responses  to  those  issues.  Complex 
social  problems  often  have  many  possible  solutions.    Among  our  sample  states  each 
reimbursement  solution  represented  an  attempt  to  merge  technical  and  political 
considerations  within  the  historical,  political  and  economic  context  of  the  state's 
Medicaid  program  and  nursing  home  industry.    A  successful  solution  in  one  state, 
therefore,  would  not  necessarily  bring  about  similar  results  in  another  state. 

In  the  following  sections  we  shall  summarize  some  of  the  salient  charac- 
teristics about  the  states  within  our  sample,  review  major  reimbursement  issues 
and  the  responses  to  those  issues,  and  analyze  a  few  major  political  trends. 
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II.     Summary  of  the  States 

California  had  the  second  largest  Medicaid  program  in  the  country  in  1977 
but  was  ranked  48th  in  terms  of  the  percentage  of  Medicaid  expenditures  allocated 
to  nursing  homes.    Approximately  95  percent  of  California's  nursing  home 
expenditures  went  for  SNF  care. 

Medicaid  nursing  home  reimbursement  policy  in  California  has  evolved  under 
tight  executive  control  and  frequent  judicial  intervention.  Executive  control 
has  been  an  outgrowth  of  both  Governor  Reagan's  and  Brown's  emphasis  on  control 
over  Medi-Cal  expenditures.  The  central  role  of  the  courts  is  less  easily 
explained.  An  examination  of  the  history  of  reimbursement  policy  in  California 
suggests  that  the  courts  have  served  as  arbiters  because  compromise  between  the 
industry  and  the  executive  has  not  been  possible. 

Despite  heated  debate  and  a  pending  lawsuit  over  the  details  of  Medicaid 
nursing  home  reimbursement  policy,  the  outlines  of  that  policy  have  emerged  over 
the  last  few  years — flat  class  rates  based  on  median  cost.    SNFs  are  reimbursed 
at  the  50th  percentile  within  each  of  three  bed  size  categories  (1-59,60-99,100) 
and  ICFs  are  reimbursed  at  80.5  percent  of  comparable  SNF  group  rates. 

Colorado  had  the  lowest  occupancy  rate  (84  percent)  of  all  the  states  in  our 
sample.    It  had  the  lowest  total  Medicaid  expenditures  per  capita  but  was  ranked 
higher  than  two  other  sample  states  in  terms  of  Medicaid  nursing  home  expenditures 
per  capita.     It  also  had  the  largest  number  of  beds  per  elderly  population  (the 
other  side  of  low  occupancy) .    The  ability  of  the  industry  to  support  those  empty 
beds  suggests  that  the  private  market  is  very  lucrative  and  the  Medicaid  rates 
adequate. 

Medicaid  nursing  home  reimbursement  policy  in  Colorado  has  been  characterized 
by  remarkable  stability.     Since  it  was  implemented  twelve  years  ago,  the  reimburse- 
ment system  has  changed  very  little.    Three  factors  have  contributed  to  this 
stability:    continuity  among  a  small  group  of  critical  actors;  an  original  system 
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design  which  permitted  providers  an  adequate  return  while  preventing  excessive 
profits;  and,  until  recently,  a  virtual  absence  of  nursing  home  scandal. 
Colorado  reimbursed  up  to  a  single  ceiling  for  all  facilities:     the  cost  experi- 
ence of  the  90th  percentile  Medicaid  patient.    Although  the  system  had  a  number 
of  incentives  and  disallowances,  the  Colorado  system  was  the  least  complicated 
facility-specific  reimbursement  system  of  the  states  in  our  sample;  a  factor 
which  also  had  contributed  to  the  few  administrative  problems  encountered  in  Che 
state  vis-a-vis  the  rest  of  the  sample. 

Connecticut  was  the  wealthiest  state  in  the  sample.    It  had  the  lowest  per- 
centage of  elderly  whose  incomes  were  below  125  percent  of  the  poverty  level. 
Connecticut  also  had  a  disproportionate  number  of  SNFs;  more  than  86  percent  of 
states  beds  were  skilled  care  and  nearly  90  percent  of  state  Medicaid  nursing 
home  expenditures  went  for  SNF  care.    The  prevalence  of  SNFs  was  due  largely  to 
a  pre-1975  point  based  fee  schedule  which  allotted  a  certain  amount  of  funds 
for  each  specified  service  or  good  which  the  home  provided  over  and  beyond  the 
minimum  licensing  requirements.    The  point  system  reimbursed  well  in  excess  of 
costs,  so  that  it  paid  homes  to  provide  the  highest  level  of  care  and  receive 
the  maximum  number  of  -  points.    Under  heavy  pressure  from  the  regional  office 
Connecticut  switched  to  a  temporary  cost  based  system  in  1975  which  became  fully 
operational  in  1976.    The  1974-76  New  York  scandals  and  New  York  solutions  also 
had  a  strong  influence  on  Connecticut's  resolution  of  its  reimbursement  problems. 
In  particular,  Connecticut  had  adopted  New  York's  Fair  Rental  Value  system  and 
continued  to  use  it  long  after  New  York  itself  abandoned  that  approach  to  capital 
reimbursement . 

Illinois  had  the  fourth  largest  Medicaid  program  in  the  country  in  1977  and 
had  the  eighth  largest  budget  for  nursing  home  expenditures.     Illinois'  Medicaid 
rates  were  relatively  low  compared  to  other  states  in  the  North  Central  region 
but  nonetheless  the  state  had  a  relatively  high  bed  per  elderly  ratio  and  strong 
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growth  in  the  industry.    A  major  part  of  this  was  due  to  the  dominant  role  that 
private  pay  patients  play  in  the  state.    More  than  half  of  the  industry's 
revenues  come  from  private  pay  patients  compared  to  20  to  30  percent  in  the  other 
states. 

Medicaid  nursing  home  reimbursement  policy  in  Illinois  had  developed  in 
response  to  generally  conservative  fiscal  state  policies  and  a  preference  among 
state  officials  for  linking  a  measure  of  patient  debility  with  payment.  The 
policy  and  the  reimbursement  system  have  remained  unusually  stable.    From  its 
inception  in  1967  to  1978  when  it  was  incorporated  into  a  cost  related  system, 
Illinois'  point  count  reimbursement  remained  basically  unaltered.    It  consisted 
of  a  base  rate  (adjusted  for  special  services)  and  point  rate  derived  from  an 
evaluation  of  the  patients  level  of  debility.    The  stability  of  the  system  was 
due  in  part  to  quality  of  care  scandals  in  the  early  1970s  which  led  to  innova- 
tive and  active  monitoring  of  care  but  which  also  directed  attention  away  from 
the  payment  mechanism.    Stability  was  also  related  to  the  point  count's  "flexibi- 
lity".   This  allowed  providers  to  survive  and  expand  even  though  rates  were 
effectively  frozen  for  extended  periods  of  time. 

The  1978  cost  related  system  used  the  "point  count"  to  reimburse  nursing 
cost  only.    The  remaining  operating  costs  were  reimbursed  up  to  the  cost  experience 
of  the  50th  percentile  of  skilled  care  and  intermediate  care  facilities  within 
a  given  geographic  area.    Capital  costs  were  determined  by  aggregating  homes  by 
age  and  location  and  reimbursing  according  to  the  group  experience  within  each 
cell. 

Louisiana  had  a  greater  percentage  of  elderly  blacks  and  elderly  poor  tnan 
any  other  state  in  our  sample.    Although  not  a  wealthy  state,  Louisiana  ranked 
17th  nationally  in  its  Medicaid  nursing  home  expenditures  per  capita.    Indeed,  over 
50  percent  of  the  state's  Medicaid  budget  is  allocated  to  long  term  care. 
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The  dominant  force  shaping  Louisiana's  nursing  home  reimbursement  policy 
has  been  the  state's  desire  to  hold  down  costs  by  maintaining  strict  control 
over  program  expenditures.    This  desire  was  not  a  reflection  of  general  political 
conservatism;  Huey  Long's  influence  was  still  felt  in  the  state  Legislature  where 
the  Republican  Party  claims  only  four  Representatives  and  not  a  single  Senator. 
Rather,  the  relative  poverty  of  the  state's  population  results  in  state  revenues 
which  simply  cannot  support  expansive  state  programs.    Thus,  the  state  had  found 
it  necessary  to  keep  a  tight  rein  on  Medicaid  spending  despite  the  fact  that 
70.45  percent  of  its  Medicaid  expenditures  was  picked  up  by, the  federal  government. 

Louisiana  adopted  a  Medicaid  program  in  1966;  the  program  has  since  accounted 
for  a  growing  share  of  state  nursing  home  revenues.    Medicaid  currently  finances 
the  care  of  80  percent  of  the  state's  nursing  home  patients.    Ninety-five  percent 
of  these  Medicaid  recipients  were  in  Intermediate  Care  Facilities  (ICFs) ;  the 
remaining  five  percent  in  Skilled  Nursing  Facilities  (SNFs) .    Current  Medicaid 
reimbursement  rates,  unadjusted  for  geographic  variations  in  the  cost  of  living, 
placed  Louisiana  in  the  bottom  quarter  of  states  ranked  by  average  reimbursement 
level.    Louisiana  rates  were  on  a  par  with  rates  in  other  Southern  states. 

Minnesota  made  greater  use  of  nursing  homes  and  gave  them  a  higher  priority  than, 
any  other  state  in  our  sample.    Minnesota  had  the  highest  occupancy  rate,  the 
highest  percentage  of  elderly  residing  in  long  term  care  facilities,  and  the 
highest  percentage  of  total  Medicaid  expenditures  devoted  to  nursing  home  care  (over 
60  percent). Minnesota  also  distinguished  itself  from  other  states  because  it 
had  more  non-profit  beds  than  proprietary  beds,  and  because  non-profits  and  public 
facilities  accounted  for  nearly  60  percent  of  Che  industry's  beds. 

The  Minnesota  reimbursement  system  was  the  product  of  strong  legislative 
intervention  and  inordinate  regulatory  and  legislative  specificity  and  detail. 
The  legislative  involvement  was  partly  due  to  the  industry's  ability  to  successfully 
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lobby  for  changes  in  reimbursement  policy  which  the  executive  branch  was  unwilling 
to  grant  and  partly  due  to  the  notoriety  and  scandal  surrounding  the  1975  "River 
Villa"  nursing  home  expose,  a  scandal  which  cast  the  Legislature  into  an  adversarial 
position  with  the  industry,  produced  lengthy  hearings  and  stringent  legislation. 

Minnesota  reimbursed  nursing  homes  in  1977  for  the  care  of 
Medicaid  recipients  prospectively,  on  the  basis  of  each  facility's  past  cost 
experience.    A  facility's  base  rate  equaled  its  costs  in  the  previous  year  plus 
its  projected  cost  increases.    Proprietary  facilities  were  also  paid  a  nine  per- 
cent return  on  assets.     (Assets  were  defined  as  the  "original  value"  of  the  facility 
or  the  "lessor  of  purchase  price  or  appraised  value  at  the  time  of  purchase") . 
However,  interest  of  up  to  nine  percent  incurred  by  proprietary  providers  was  not 
reimbursed.    Total  rates  were  subject  to  an  overall  maximum  equal  to  125  percent 
of  average  costs  of  facilities  grouped  by  care  level,  ownership  and  region. 

The  New  York  Medicaid  program  has  led  the  country  in  expenditures  for  long 
term  care  since  the  beginning  of  the  Medicaid  program.     In  1977,  for  example, 
New  York  spent  $1.25  billion  on  nursing  homes,  more  than  the  total  Medicaid  budgets 
for  any  state  in  the  country  with  the  exception  of  California.        New  York 
accounted  for  28  percent  of  the  nation's  total  expenditures  for  SNFs  and  20  per- 
cent for  ICFs.       The  scale  of  the  program  alone  makes  it  important  for  study 
and  evaluation.    New  York's  effect  on  Medicaid,  however,  is  larger  than  its  per- 
centage of  national  expenditures.    Other  states  are  greatly  influenced  by  the 
New  York  experience,  its  achievements  and  scandals;  its  special  studies,  recommen- 
dations and  solutions;  its  policies,  procedures  and  administration. 

Because  of  New  York's  special  role,  we  shall  present  a  lengthier  summary  of 
the  changes  in  reimbursement  policy  that  occurred  within  its  Medicaid  program 
from  1974  through  1977  (the  period  examined  in  our  cost  study) .    This  was  a  particu- 
larly tumultuous  period  punctuated  by  scandals  and  a  fiscal  crisis.    The  scandals 
began  in  September,  1974,  with  a  New  York  Times  series  on  the  nursing  home  industry. 
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The  series  became  an  extended  expose    which  lasted  several  years  and  focused  on 
four  areas:     the  quality  of  care  in  the  homes,  fraud  and  abuse,  inappropriate 
political  intervention  by  elected  officials,  and  some  very  lucrative  loopholes 
in  the  capital  portion  of  the  reimbursement  system.    The  press  coverage  prompted 
the  creation  of  a  large  number  of  investigations  by  state,  local  and  federal 
agencies.    The  two  most  influential  of  these  were  the  Temporary  State  Committee 
on  Living  Costs  and  the  Economy  (1972-1975)  and  the  Moreland  Act  Commission 
(1975-1976).    Both  of  these  state  legislative  committees  held  hearings,  issued 
reports  and  made  legislative  recommendations.    The  seven  volume  report  published 
by  the  Moreland  Act  Commission  in  1976  has  become  a  standard  reference  on  state 
policy  towards  nursing  homes. 

Many  of  these  committees'  recommendations  were  adopted  into  legislation. 
They  covered  the  way  the  state  regulated  the  quality  of  care,  protected  patient 
rights  and  property,  controlled  nursing  home  operators,  and  monitored  and  punished 
fraud.    The  effects  the  scandals  and  investigations  had  on  the  reimbursement 
methodology,  however,  was  minimal.    This  is  not  surprising  since  the  major  flaw 
of  the  system  was  that  because  of  the  way  it  was  administered  it  encouraged  fraud 
(the  result  of  combining  payment  based  on  costs  with  a  failure  to  audit  the  homes, 
the  absence  of  penalties  for  overstating  costs  and  a  lack  of  uniform  accounting) . 
One  significant  methodological  change  that  developed  from  the  scandals,  however, 
was  the  Fair  Rental  Value  (FRV)  system  for  reimbursing  capital.    Even  FRV,  how- 
ever, was  not  solely  the  product  of  the  scandals.    Implemented  in  1976,  FRV  was 
billed  as  a  new  solution  to  a  number  of  capital  reimbursement  problems,  parti- 
cularly the  artificial  escalation  of  property  costs  through  "trafficking"  or 
the  rapid  sale  and  resale  of  a  nursing  home  by  owners.     In  fact,  FRV  was  a  close 
variation  of  a  portion  of  the  payment  mechanism  it  replaced.    The  methodology 
employed  immediately  prior  to  FRV*  had  frozen  capital  reimbursement  rates  for 

*The  methodology  employed  immediately  prior  to  FRV  had  been  adopted  in 
March,  1975 
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homes  in  operation  prior  to  March,  1975  and  applied  a  different,  more  stringent 
payment  method  to  homes  built  and  operated  after  March,  1975.    FRV  slightly 
modified  the  new  more  stringent  method  and  applied  it  to  both  established  and  new 
proprietary  homes. 

This  does  not  mean  that  on  the  whole  the  reimbursement  methodology  was 
unchanged  during  the  1974-1977  period,  but  simply  chat  the  scandals  were 
not  the  impetus  for  change.     Indeed,  during  this  three-year  period  there 
were  three  different  methods  for  reimbursing  operating  costs  and  four  for 
capital  costs.    Two  factors  independent  of  the  scandals  contributed  to 
the  continual  adoption  of  new  payment  techniques.    The  first  was  an 
incremental,  response  by  the  state  to  correct  what  different  state  agencies 
recognized  as  an  increasingly  unwieldy  and  expensive  reimbursement  system. 
The  state  had  adopted  a  cost-based  reimbursement  approach  in  1967.  From 

1967  to  1974,  the  state's  major  policy  objectives  were  to  increase  the 
bed  supply  and  improve  the  quality  of  the  homes.     Cost  containment  was 
a  secondary  concern.    Thus,  although  tne  homes  had  rapidly  discovered 
loopholes  in  the  cost  based  system  implemented  in  1967  and  although  the 
state  responded  with  continual  modifications  and  specific  limitations, 
the  state  still  endorsed  a  cost-based  approach  as  the  means  of  raising 
quality  and  meeting  the  high  costs  of  operating  in  New  York.     The  end 
result  of  all  of  this  was  a  very  complicated  and  costly  payment  system — 
replete  with  a  large  number  of  disallowances,  minimums  and  maximums, 
special  exceptions  and  pass  throughs.     Property  reimbursement  was 
particularly  complex.     3y  1974,  homes  were  permitted  to  choose  from  three 
different  methods  for  reimbursing  property.     Owners  and  operators  naturally 
selected  the  most  profitable  method.     The  move  to  change  capital  reimbursement 
was  formally  initiated  by  the  chairman  of  the  Medicaid  Reimbursement 
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Committee  of  the  Public  Health  Countil  in  1972  and  finally  culminated  in 
the  adoption  of  a  new  system  in  March,  1975.    This  change  in  policy  also 
signaled  a  change  in  Medicaid  objectives:     cost  containment  had  become 
a  major  goal. 

New  York  pursued   this  goal  slowly  and  incrementally  until  1976  when 

the  state's  fiscal  crisis  forced  more  rapid  change.    Faced  with  a  $900 

million  deficit,  New  York  was  forced  to  cut  back  on  many  services  in  many 

programs.    For  nursing  homes,  this  meant  first  a  freeze  in  the  Medicaid 
rates  and  then  the  adoption  of  a  less  lucrative  payment  mechanism.  Capital 

was  reimbursed  according  to  each  home's  Fair  Rental  Value.  Operating 

costs  were  linked  to  a  quality  rating  system  applied  to  the  cost  experience 

of  peer  groups  of  homes.     The  higher  the  rating,  the  higher   the  reimbursement - 

ceiling.    The  1976  rates  were  announced  in  October  and  made  retroactive  to 

January.    In  most  instances,  the  rates  were  the  same  or  lower  than  the  1975  rates. 

The  industry  was  outraged.    The  rate  freeze  had  created  difficulties 

for  many  homes  to  cover  costs,  honor  union  contracts,  and  meet  their 

debt  obligations.     The  new  retroactive  1976  rates,  it  was  felt,  would 

exacerbate  these  problems.     In  November,  the  New  York  City  Metropolitan 

Nursing  Home  Association  announced  a  Medicaid  boycott  to  protest  the 

rates  but  the  boycott  quickly  folded  under  the  threat  of  state  anti-trust 

proceedings. 

In  1977,  the  state  convened  a  special  executive  legislative  task  force 
to  examine  the  reimbursement  system  and  recommend  change.     Because  the 
state's  fiscal  situation  had  improved  and  because  a  large  number  of 
individuals  and  interests  were  upset  with  the  payment  methodology,  there 
was  strong  sentiment  among  most  of  the  task  force  participants  to  alter 
the  more  restrictive  aspects  of  the  reimbursement  system  and  pay  the 
homes  more.     As  a  result,  Fair  Rental  Value  was  abandoned,  the  quality 
rating  system  was  simplified  and  the  rates  increased. 
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III.  Reimbursement  Issues 

Federal  regulations  permit  states  to  adopt  an  almost  infinite  variety 
of  reimbursement  devices  and  mechanisms.    For  the  most  part  the  states  have 
responded  accordingly.    Yet  for  all  their  differences,  each  state  in  our 
sample  has  expressed  common  concern  about  five  basic  issues  that  arise  in 

the  design  of  cost  related  systems. 

1.  How  should  the  value  of  nursing  home  property  be 
determined? 

2.  How  should  the  cost  of  purchasing  the  home  be 
reimbursed? 

3.  Should  property  costs  for  similar  homes  be  treated 
differently  because  of  different  ownership  arrange- 
ments (e.g.,  leased  or  owned  property)  or  ownership 
histories  (i.e.,  the  sales  and  leasing  history  of  a 
facility) ? 

4.  How  can  the  reimbursement  of  operating  costs  encourage 
efficiency? 

5.  How  can  reimbursement  be  linked  to  the  quality  of  care 
provided  by  the  home? 

The  state's  concern  over  property  cost  frequently  received  priority, 
even  though  property  costs  averaged  only  10  percent  of  total  costs.    This  con- 
cern represented  a  desire  by  the  states  to  minimize  the  use  of  state  funds  for 
private  investments  and  real  estate  speculation.    It  represented  one  of 
the  most  politically  sensitive  and  one  of  the  least  understood  reimbursement 
issues  in  Medicaid.    We  will,  therefore,  devote  a  large  portion  of  this 
issues  section  to  the  discussion  of  property  reimbursement. 
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1.    How  should  the  value  of  nursing  home  property  be 
determined? 

Under  the  cost  related  system,  the  state  will  pay  a  portion 
of  the  homes'  property  costs  (a  percentage  normally  determined  by  the 
ratio  of  Medicaid  patient  days  to  total  patient  days  subject  to  a  minimum 
occupancy  limitation) .    In  determining  what  those  property  costs  are  the 

state  may  choose  from  five  basic  approaches: 

•  Historic  Costs  are  the  costs  of  constructing  the  facility  when 

it  was  first  built  or  renovated.    Given  the  long  run  inflationary  trends 
over  the  past  forty  years,  this  is  the  least  expensive  basis  for  reimburse- 
ment.   It  freezes  the  value  of  the  home  and  does  not  recognize  appreciation 
in  the  market  value  of  the  facility  or  the  land  that  it  is  on.    The  major 
shortcoming  with  historic  costs  is  that  it  fails  to  recognize  any  apprecia- 
tion in  the  value  of  the  land  or  building.  Thus,  over  time,  the  facility 
becomes  a  less  and  less  attractive  investment  relative  to  other  investment 
opportunities.    It  therefore  may  encourage  deterioration  of  the  physical 
stock  and  a  reduction  in  the  bed  supply.    On  the  other  hand,  since  most  states 
using  historic  costs  consider  renovation  as  if  it  were  a  new  home, (i.e.,  the 
actual  or  historic  costs  and  associated  interest  expenses  are  reimbursed  over 

the  life  of  the  renovation)  then  this  becomes  the  only  way  an  owner  can  hold 
onto  his  home  and  update  the  value  of  his  facility.    Thus,  if  the  rate  of 
depreciation  relative  to  the  useful  life  of  the  renovation  is  significantly 
greater  than  the  same  ratio  for  the  facility  as  a  whole,  then  historic  costs 
might  encourage  renovation  even  when  renovation  was  unnecessary. 

•  Replacement  Costs  are  an  estimate  of  the  cost  of  rebuilding  the 
home,  or  put  more  technically,  an  attempt  to  measure  society's  current 
opportunity  costs  for  diverting  resources  into  the  construction  of  a  home. 
While  a  more  accurate  measure  of  society's  costs  than  historic  costs, 
reimbursement  based  on  replacement  cost  may  be  too  high,  that  is,  higher 
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than  what  is  needed  to  keep  the  facilities  in  operation.    This  may  happen 
if  the  owner  derives  returns  because  of  tax  benefits,  the  private  pay 
patient  subsidies  of  Medicaid  capital  payments,  the  market  value  of  the  home 
is  less  than  its  replacement  value  and/or  the  owner  is  able  to  reap  other 
hidden  profits  from  the  home.     Both  Minnesota  and  Illinois  had  briefly  con- 
sidered using  this  approach  but  abandoned  it  when  it  became  apparent  how 
expensive  the  use  of  replacement  costs  would  be. 

•  The  Income  Value  approach  assumes  different  occupancy  levels,  payment 

rates,  and  cost  in  order  to  determine  "the  present  worth  of  the  net  income  it 

2 

(the  facility)  will  produce  during  the  remainder  of  its  economic  life." 

As  Richard  Ratcliff  has  observed,  there  are  serious  conceptual  and  methodolo- 

3 

gical  problems  with  this  approach;     even  if  there  were  none,  the  application 
of  the  income  approach  to  nursing  homes  will  reflect  the  major  role  of  the 
Medicaid  program.    The  income  approach  basically  would  inform  that  state  what 
the  value  of  the  home  is, given  the  existing  state  rates  and  projected  in- 
creases in  those  Medicaid  rates.     In  other  words,  as  the  percentage  of  Medi- 
caid patients  to  all  patients  increases,  the  income  method  shows  that  the 

value  of  the  home  would  be  whatever  the  state  thought  it  was. 

•  Market  Value  is  the  price  a  home  will  bring  on  the  private  market. 

Under  competitive  conditions,  the  market  price  closely  approximates 
society's  opportunity  costs.     The  nursing  home  market,  however,  does  not 
meet  those  conditions  because  the  state  controls  the  supply  of  homes  through 
its  certificate  of  need  program  and  Medicaid  functionally  guarantees  a  rate 
and  high  occupancy.     Since  the  market  value  is  heavily  influenced  by  the 
current  and  potential  income  of  a  piece  of  property  as  well  as  the  property's 
likely  rate  of  appreciation,  and  since  Medicaid  controls  both  of  these 
factors,  then  Medicaid  rates  effectively  set  the  market  value  of  the  home.  If 
Medicaid  were  to  pay  whatever  the  "private  market"  dictated,  there  would  be 
no  effective  limit  to  the  cost  of  nursing  homes.     The  state  can  also  use 
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independent  appraisers  as  a  proxy  for  private  transactions.    Unless  these 
appraisers  recognize  constraints  independent  of  an  individual  facility 
(e.g.,  Che  rate  of  appreciation  for  similar  non-nursing  home  commercial 
property  such  as  apartment  houses)  they  will  not  be  able  to  place  a  limit 
on  the  price. 

•      Imputed  Value  is  the  price  the  state  establishes  for  the  home 
independent  of  the  homes  actual  cost  experience.    It  can  be,  as  in 
Illinois,  the  average  cost  per  bed  adjusted  by  age  and  location  of  the 
facility.    It  can  be,  as  New  York  had  once  attempted  for  homes  without 
historic  records,  the  cost  of  comparable  homes.    Or,  it  can  be  an  arbitrary 
figure. 

The  advantage  of  this  approach  is  that  it  frees  the  state  from 
monitoring  the  financial  behavior  of  the  homes,  ruling  on  the  validity 
of  transactions,  recalculating  values,  etc.    It    also  increases  the  amount 
of  control  the  state  has.    Instead  of  relying  upon  the  owners  to  set  the 
reimbursement  rate — as  is  the  case  with  other  methods — here  the  state  places 
a  bid  for  the  service  of  the  home's  capital. 

The  primary  problem  with  this  approach  is  the  methodology  for  deriving 
the  imputed  value.    If  it  is  low  relative  to  the  cost  of  building  and  maintaining 
a  code  compliant  facility,  the  state  may  find  over  time  that  its  bed  supply 
has  dwindled  and  that  the  bed  stock  has  physically  deteriorated.    On  the  other 
hand,  if  the  imputed  value  is  well  above  the  cost  of  a  code  compliant  facility, 
the  state  may  be  encouraging  the  growth  of  more  beds  than  it  needs,  the 
building  of  homes  more  lavish  that  the  state  desires,  or  providing  owners 
with  additional  and  unnecessary  bonuses,  profits  in  excess  of  what  was  needed 
to  bring  the  homes  into  production. 
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2.    How  should  the  cost  of  purchasing  the  home  be  reimbursed? 
Regardless  of  the  method  of  assessing  the  value  of  a  home, 
cost-based  reimbursement  systems  require  the  recognition  of  the  cost  of 
money  to  build  and/or  buy  the  facility.    The  policy  problems  the  state  faces 
are  highlighted  by  the  costs  an  owner  incurs  and  the  fact  that  those  costs 
are  inappropriate  reimbursement  standards. 

a.    The  Owner's  Capital  Costs. 

An  owner's  capital  costs  consist  of  his  mortgage  payments 
and  a  return  on  his  personal  investment.    Mortgage  payments  are  a  function 
of  the  principal  borrowed,  the  interest  rate  agreed  upon  and  the  length  of 
the  mortgage.    For  any  given  sum  of  money,  if  the  interest  rate  is  increased 
or  the  length  of  the  mortgage  shortened,  then  the  payments  required  to 
amortize  the  loan  (or  pay  off  the  principal)  are  increased.    On  the  other 
hand,  if  the  interest  rate  is  reduced  or  the  length  of  the  mortgage  increased, 
the  mortgage  payments  are  reduced. 

Most  mortgages  are  level  payment,  that  is,  the  periodic  payments 
remain  the  same,  but  the  portion  of  the  payment  attributable  to  principal 
and  interest  varies.    Initially,  a  mortgage  is  almost  entirely  interest 
payments.    As  time  goes  on,  the  proportion  of  the  payment  allocated  for 
amortizing  the  loan  increases. 

The  actual  cost  of  retiring  the  loan  is  one  component  of  the  payment 
for  the  services  of  capital.    Because  of  the  treatment  of  depreciation  by 
the  tax  system,  that  payment  is  effectively  increased  or  decreased  if 
depreciation  is  greater  than  or  less  than  amortization.    This  occurs 
because,  unlike  interest  expenses  which  are  tax  deductible,  amortization 
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cannot  be  claimed  as  tax  deduction.     Instead,  the  owner  deducts  depreciation 
or  an  imputed  portion  of  the  building  that  is  supposedly  being  used  up  each 
year.    The  depreciated  amount  is  limited  by  the  depreciation  techniques 
that  the  federal  and  state  tax  offices  will  recognize.    When  depreciation 
is  greater  than  amortization  (as  is  normally  the  case  in  the  first  years 
of  a  mortgage)  the  difference  between  the  two  acts  to  shelter  other  revenues 
(literally  hide  them  from  taxes).    When  amortization  is  greater  than 
depreciation,  then  actual  business  expenses  exceed  that  which  can  be  claimed 
for  taxes.    In  this  case,  the  owner  will  usually  refinance  in  order  to  start 
the  process  all  over  again  for  the  new  loan  (which  would  be  used  to  pay  off 
the  old  mortgage  and  realize  some  of  the  appreciation  on  the  home)    The  new 
loan  would  have  low  amortization,  high  interest  payments  and  depreciation 
in  excess  of  amortization.    Refinancing  assumes  first  that  home's  revenues 
are  sufficient  to  support  the  new  loan  (which  may  not  be  the  case  if  interest 
rates  on  the  new  loan  are  higher  than  the  existing  mortgage)  and  second, 
that  banks  and  lending  institutions  are  willing  to  deal  with  the  home. 
Instead  of  refinancing,  the  owner  could  also  opt  to  sell  his  property. 

The  other  component  of  the  owner's  capital  cost  is  the  cost  of  investing 
his  own  capital  in  the  home.     This  can  also  be  thought  of  as  the  return  he 
could  receive  if  he  invested  his  money  elsewhere.     The  return  on  investment 
is  often  a  function  of  the  risk  assumed  by  the  investor,  that  is,  the  higher 
the  risk,  the  greater  the  return.     In  assessing  the  risk  of  an  investment  in 
a  nursing  home,  an  owner  would  recognize  that  "normal"  risks  associated  with 
competitive  conditions  are  absent.     The  state,  for  example,  often  controls 
the  supply  of  the  homes,  their  location,  and  even  the  character  of  their 
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owners  through  its  licensing  and  certificate  of  need  agencies.    The  state 
guarantees  a  rate  and  provides  a  disproportionate  amount  of  the  patients.  The 
state,  in  short,  eliminates  or  minimizes  the    competitive  forces  that  private 
firms  usually  must  confront,  thereby  minimizing  the  risk.    On  the  other  hand, 
nursing  homes  are  susceptible  to  rapid  and  unexpected  changes  in  codes, 
regulations  and  reimbursement  procedures.    State  fiscal  problems,  Medicaid 
scandals  concerning  non-nursing  home  providers,  improprieties  by  a  single 
nursing  home  operator  in  or  outside  of  the  state, can  trigger  a  regulatory 
crackdown.    The  politically  volatile  position  of  the  home,  therefore, 
increases  the  risks  of  being  a  nursing  home  operator.    The  owner  must 
weigh  the  economic  and  political  risks  and  determine  if  the  Medicaid 
reimbursement  system  provides  an  adequate  return.    If  it  does  not,  he  will 
attempt  to  minimize  his  personal  investment — by  whatever  means  are  avail- 
able— and  rely  upon  payment  for  interest  expenses  to  provide  the  holder 
of  the  mortgage  with  a  necessary  return. 

b.     The  State's  Payment  Options 

The  state's  reimbursement  for  property  costs,  however, 
cannot  be  based  solely  (or  some  might  argue  even  partially)  on  the  owner's 
costs.    If  the  owner's  costs  determined  state  payments,  we  might  expect  that 
owners  would  get  a  mortgage  with  very  short  terms  (two  or  three  years),  pay 
off  the  facility,  continually  refinance  it,  keep  the  borrowed  money  and 
let  the  state  repay  the  loans.    There  would  be  no  incentive  to  seek  out 
low  interest  rates.     In  fact,  owners  could  borrow  from  themselves  at 
extremely  high  rates.     Further,  when  an  owner's  costs  are  the  sole  standard 
for  reimbursement,  there  would  be  no  ceiling  on  the  selling  price  of  a  home. 
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Given  these  possible  outcomes,  the  state  must  develop  its  own  standards 
if  or  reimbursing  the  cost  of  purchasing  a  nursing  home.    This  entails  defining 
the  useful  life  of  a  home  and  acceptable  interest  rates  and  expenses,  deciding 
whether  funding  of  depreciation  payments  in  excess  of  amortization  should  be 
required  and  who  should  do  the  funding,  and  determining  an  adequate  return 
on  owner  investment. 

c.    The  Facility's  Useful  Life 

The  useful  life  of  a  building  recognizes  a  number  of  limiting 
factors:    physical,  technological  and  regulatory.    In  an  unchanging  world,  a 
building  which  was  not  maintained  would  physically  deteriorate  with  age  and 
use.    The  physical  life  of  a  building  is  therefore  the  first  definition  of 
useful  life,  for  it  sets  the  limits  for  all  other  definitions.    For  example, 
in  a  world  of  change,  a  building  may  be  physically  sound  but  technologically 
obsolete  (e.g.,  its  construction  or  fixtures  are  functional  but  antiquated) 
or  out  of  compliance  with  government  codes  and  requirements  (e.g.,  the 
Medicaid  square  feet  per  patient  requirement  was  five  feet  beyond  what  a 
home  had).    Neither  technological  nor  "code"  obsolence,    however,  preclude 
using  the  building.    That  would  not  be  the  case  if  the  roof  leaked,  wooden 
support  beams  were  cracked  and  rotten,  the  electrical  writing  was  frayed 
and  the  sewage  pipes  were  clogged  and  busted. 

From  the  state's  perspective,  it  is  important  to  have  Medicaid's 
payments  for  property  coincide  with  the  building's  physical,  technological 
and  code  compliant  life.*    The  life  of  the  building  determines  the  rate 
of  depreciation.    Assuming  straight  line  depreciation  (an  equal  amount 
depreciation  for  each  year  of  the  building's  life),  a  20  year  life  would 
mean  that  a  home  could  depreciate  5  percent  of  the  value  of  the  building 

*  The  composite  life  could  be  thought  of  as  either  (1)  the  shortest  of  the 
physical,  technological  or  code  compliant  life,  or  (2)  the  expected  duration 
for  which  the  physical  structure  should  be  able  to  be  modernized  and  kept  code 
compliant . 
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each  year  while  a  40  year  life  permits  only  two  and  a  half  percent 
depreciation.    Because  most  states  pay  depreciation  (rather  than  amortization) 
and  interest,  it  follows  that  as  the  life  of  the  building  increases,  Medicaid's 
yearly  property  payments  decrease,  a  clearly  desirable  goal  for  the  state. 
If  the  state  assigns  the  home  a  life  well  beyond  its  actual  useful  life,  how- 
ever, it  forces  the  owner  to  continually  refinance  his  home  in  order  to 
keep  his  amortization  payments  equal  to  or  less  than  his  depreciation  allowance. 
Regardless  of  the  number  of  times  an  owner  refinances,  if  the  state  assigns  an 
unreasonably  long  useful  life,  the  building  will  have  been  physically  used  up 
before  the  state  finishes  oaying  for  its  share  of  the  oroperty  costs. 

On  the  other  hand,  if  the  state  sets  the  useful  life  too  low,  its 
Medicaid  payments  will  be  unnecessarily  high  and  the  owner  will  be  rewarded 
with  an  asset  which  has  been  paid  off  and  which  can  still  be  used  as 
collateral  for  loans  for  non-Medicaid  related  purposes. 

Most  states  which  imputed  useful  lives  for  nursing  homes  in  1978  used 

the  guidelines  recommended  by  the  American  Hospital  Association  (40  years) 
4 

and/or  the  IRS.       Normally,  renovation  was  treated  as  a  "new  home"  with 
the  American  Hospital  Association  guidelines  for  depreciation  used  to 
establish  the  useful  lives  of  such  partial  installments  as  a  new  furnace 
or  plumbing. 

d.     Interest  Rates  and  Expenses 

Interest  expenses  are  a  function  of  the  rate  of  interest 
and  the  amount  of  the  loan.     It  is  to  the  state's  advantage  to  minimize 
both  factors.     If  the  state's  allowable  limits  are  below  market  rates, 
however,  new  investments  in  nursing  homes  will  be  discouraged  and  established 
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firms  may  be  forced  to  close  down.    The  question  then  is  how  to  arrive  at  the 
least  expensive  arrangement  which  will  neither  adversely  affect  the  state's 
desired  bed  supply  nor  reimburse  owners  more  than  is  necessary. 

Interest  rates  are  a  function  of  "risk  free"  loans,  prime  rates,  the 
nature  of  the  lending  institution,  the  credit  worthiness  of  the  borrower 
and  the  collateral  or  security  used  for  the  loan. 

Risk  free  loans  are  loans  which  are  as  secure  as  the  U.S.  government, 
in  other  words,  they  are  loans  which  if  defaulted  would  probably  signal 
a  collapse  of  the  general  economy.    These  are  usually  long  term  U.S.  govern- 
ment bonds  ("loans"  the  government  secures  from  the  purchasers  of  the  bonds) , 
the  interest  rates  "charged"  are  usually    the  lowest  in  the  money  market 
because  the  return  is  guaranteed.    These  bonds  set  the  minimum  interest  rate. 
All  other  loans  will  have  a  higher  risk  associated  with  them  (i.e.,  a  lower 
probability  that  they  will  be  repaid)  and  therefore  will  have  higher  rates. 

The  prime  rate  is  the  interest  rate  charged  by  established  lending 
institutions  to  private  firms  with  histories  of  financial  viability, 
credit-worthiness  and  ample  collateral.    If  we  relax  any  of  these  conditions, 
then  the  interest  rates  will  increase.    General  Motors,  for  example,  might 
secure  a  $20  million  loan  from  Chase  Manhattan  with  $50  million  in  collateral 
at  a  10  percent  interest  rate.    Whereas,  a  nursing  home  operator  with  negative 
net  equity  (i.e.,  he  owes  more  than  he  owns),  a  history  of  defaulting  on  his 
loans,  and  no  collateral  might  secure  a  $25,000  loan  from  a  loan  shark  at  a 
50  percent  interest  rate.    In  each  example,  the  interest  rate  reflects  the 
"prevailing  rate"  in  the  market.     For  that  reason,  states  must  be  more 
specific  in  limiting  interest  rates  than  by  merely  using  some  ambiguous 
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standards  of  "prevailing  rates."    Usually  these  limits  have  been  tied  to 
prime  rates — as  in  the  case  of  Colorado — or  the  Medicare  rate  of  return 
(1.5  times  the  interest  rate  on  short  term  certificates  in  the  Hospital 
Insurance  Trust  Fund) .    These  are  exogenous  limits  or  limits  that  are  beyond 
the  control  and  manipulation  of  the  owner.    The  state  may  wish  to  impose 
still  further  limits  because  under  normal  market  conditions,  as  interest 
rates  increase,  the  demand  for  money  decreases.    This  is  not  the  case  when 
interest  expenses  are  guaranteed.    Thus,  during  a  highly  inflationary  period, 
the  state  may  wish  to  curtail  building  by  limiting  reimbursement  for  interest 
rates  to, for  example,  rates  below  the  prime  rate. 

As  the  size  of  the  loan  increases,  interest  expenses  also  increase. 
The  state  would  not  want  to  approve  loans  in  excess  of  the  value  of  the 
home  because  then  the  state  would  be  providing  an  operator  with  an  interest 
free  loan  unrelated  to  the  care  of  Medicaid  patients.    Approved  mortgages, 
therefore,  should  be  equal  to  or  less  than  the  value  of  the  home.     The  state 
has  two  options.     It  can  either  directly  limit  the  amount  borrowed  or  it 
can  attempt  to  encourage  owner  equity  by  limiting  loans  to  a  percent  of  the 
home's  total  value.     In  1974,  for  example,  New  York  did  not  recognize 
interest  expenses  on  an  amount  in  excess  of  75  percent  of  the  value  of  the 
home.     The  state  can  also  impute  a  borrowed  amount  to  the  home.    Again  in 
1974,  Minnesota  imputed  to  each  home  an  equity  base  of  35  percent  of  the 
value  of  the  home  and  outstanding  debt  of  65  percent.     Interest  expenses 
were  only  reimbursed  on  65  percent  of  the  home's  value  regardless  of  actual 
expenses . 
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e.    The  Home  as  a  Leverage  Device 

A  related  issue  is  how  the  owners  use  their  homes  as 
collateral  over  time.    If  the  home  is  appreciating,  then  an  owner  may 
use  his  home  to  borrow  well  in  excess  of  the  book  value  of  the  facility 
(which  is  based  on  the  undepreciated  historic  costs  of  the  building  and 
the  historic  cost  of  the  land) .    When  debts  exceed  assets  (receivables , 
stocks,  the  facility,  etc.)  an  owner  is  said  to  have  "negative  net  equity." 
The  states  have  been  concerned  over  this  situation  for  a  number  of  reasons. 
If  the  state  uses  historic  costs  to  value  facilities,  and  if  the  state  pays 
for  interest,  then  a  home  whose  refinancing  places  it  in  a  negative  net  equity 
situation  forces  Che  state  to  reimburse  the  home  for  a  loan  which  the 
state  as  a  lender  would  not  have  issued.    Further,  the  state  would  be  paying 
for  a  loan  without  controlling  how  that  loan  was  used  (e.g.,  it  could  be 
used  to  improve  the  nursing  home  or  put  the  owner's  children  through 
college) .    Even  if  the  state  did  not  reimburse  interest  for  loans  in 
excess  of  the  facility's  book  value,  it  would  want  to  control  excessive 
borrowing.    The  state  may  fear  that  an  owner  who  has  over  extended  himself 
will  divert  funds  intended  for  direct  patient  care  to  pay  off  the  loan. 
Further,  if  an  owner  cannot  meet  the  payments  on  his  loan,  the  home  may  go 
into  bankruptcy  and  create  problems  for  Medicaid  patients  not  only  in  terms 
of  finding  new  homes  for  them, but  also  in  terms  of  the  patient  trauma  that 
often  accompanies  involuntary  moves. 

In  addition,  the  state  may  feel  that  because  it  has  contributed 
heavily  to  retiring  an  owner's  mortgage  (although  technically  all  the 
state  has  done  has  been  to  purchase  the  use  of  the  services  of  the  capital)  , 
it  should  have  control  over  the  use  of  any  loans  which  were  issued  with  the 
facility  as  collateral.    When  owners  borrowed  in  excess  of  the  home's  value, 
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state  officials  often  felt  that  the  homes  were  being  drained  of  all  their 
value  for  the  private  enrichment  of  the  owners  and  that  controls  had  to  be 
placed  on  the  use  of  such  loans.    Finally,  negative  net  equity  can  become  a 
political  issue.    A  state  Medicaid  director  may  have  a  very  difficult  time 
explaining  to  legislators,  citizens  groups  and  reporters  why  the  state  should 
permit  a  negative  net  equity  at  all. 

All  of  these  factors  explain  why  the  state  may  be  concerned  over  negative 
net  equity.    That  concern,  however,  may  be  misplaced.^  The  financial  standard 
for  issuing  a  loan  after  all,  is  not  the  historic  cost  of  an  item  but  its 
market  value.    Given  the  rapid  rise  in  real  estate  in  general,  limiting  loans 
to  the  historic  costs  of  a  home  imposes  an  artifically  low  ceiling  on  a 
facility;  this  in  turn,  would  prevent  an  owner  from  raising  capital  which 
might  be  essential  for  the  business  and  might  make  nursing  homes  an  unattractive 
investment.    Second,  the  amount  of  interest  payments  per  se  is  not  the  issue, 
rather  it  is  the  ratio  of  interest  payments  to  all  other  reimbursable  costs. 
This  does  not  mean  that  an  operator  cannot  over  extend  himself.  It  does 
mean,  however,  that  negative  net  equity  does  not  guarantee  that  that  will  occur. 
Finally,  there  is  an  equity  issue  which  has  broad  implications  for  the  bedstock, 
namely:   why   should  an  old  home  have  to  have  low  interest  payments  compared 
with  a  new  home  particularly  if  the  value  of  the  services  of  their  capital 
stock  are  the  same?    The  most  pragmatic  response  is  because  it  costs  the 
state  less.    However,  this  may  also  force  older  but  perfectly  acceptable 
homes  out  of  the  industry  or  produce  an  incentive  for  unnecessary  renovation. 

Be  that  as  it  may,  if  the  state  wishes  it  has  a  number  of  ways  of 
controlling  or  discouraging  negative  equity  situation.    Two  have  been  mentioned. 
It  can  either  not  recognize  interest  expenses  in  excess  of  a  given  percentage 
of  the  home's  book  value. or  it  can  impute  a  percentage  borrowed  and  only  pay 
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interest  expenses  on  that  imputed  amount.    Massachusetts    has  come  up  with  a 
rather  inventive  solution  which  goes  beyond  disallowing  interest  expenses  for 
excessive  loans.    Massachusetts  will  multiply  the  factor  it  uses  to  pay  an 
owner  a  return  on  his  equity  by  the  amount  borrowed  in  excess  of  the  home's 
book  value  and  subtract  that  amount  from  the  state's  payments. 

f .  Funding 

The  final  issue  concerning  the  cost  of  purchasing  property 
is  whether  the  state  should  permit  an  owner  to  have  discretionary  control 
over  depreciation  payments  in  excess  of  amortization.    For  purposes  of 
clarification,  we  shall  restate  Che  discussion  on  mortgage  payments:  when 
state  Medicaid  programs  reimburse  property  on  the  basis  of  costs,  they 
usually  recognize  depreciation  and  interest  expenses.    Depreciation  is 
typically  calculated  on  a  straight  line  basis.    The  homes,  however,  do  not 
pay  off  or  amortize  the  principal  of  a  loan  on  a  straight  line  basis. 
During  the  first  few  years  of  a  mortgage,  the  payments  are  mostly  interest 
expenses.    Amortization  is  very  low  and  as  a  rule  much  lower  than  the 
amount  depreciated  by  the  state  for  reimbursement  purposes  or  by  the  home 
for  tax  purposes.    Again,  only  depreciation  is  recognized  as  a  tax 
deductible  business  expense.    Amortization  is  not  deductible.  Thus, 
during  the  early  years  of  a  mortgage,  the  home  receives  a  double  bonus: 
a  tax  shelter  and  bonus  of  payments  in  excess  of  actual  property  costs. 
When  owners  took  this  money  out  of  the  nursing  home  and  used  it  for  other 
purposes,  some  claimed  this  was  a  misuse  of  state  money.    The  question  is, 
should  the  state  pay  that  "bonus"? 
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If  the  answer  is  no,  then  the  state  has  several  options.    First,  it 
can  pay  amortization  costs  only.    If  an  owner,  however,  takes  out  a  five 
year  mortgage  for  a  facility  with  a  40  year  useful  life,  the  state  has 
replaced  the  "problem"  of  the  depreciation  bonus  with  a  problem  of  rapid 
and  costly  purchase  of  the  home  by  the  state  for  the  owner.    The  state 
can  adjust  amortization  payments  to  reflect  the  useful  life  of  a  facility, 
but  if  this  is  all  that  is  done,  then  other  problems  will  follow.  Assume, 
for  example,  that  the  state  limited  amortization  to  a  maximum  of  2.5  percent 
of  the  value  of  the  building  with  a  40  year  useful  life.    The  state  in 
effect  would  pay  amortization  that  was  less  than  or  equal  to  2.5  percent 
but  not  more.    As  a  result,  an  owner  would  be  unable  to  amortize  his 
building  within  40  years.* 

The  state  has  an  alternative  to  directly  limit  payment  to  debt  service. 
It  can  require  that  whenever  depreciation  exceeds  amortization  the 
difference  be  funded  or  set  aside  in  a  special  account.    This  fund  could 
be  restricted  to  paying  the  difference  between  amortization  and  depreciation 
when  amortization  exceeded  depreciation.     The  fund  might  also  be  used  for 
renovation.    The  advantage  of  funding  is  that  it  assures  that  reimbursement 
for  property  is  spent  on  the  property  and  not  pocketed  by  the  owner.  It 
also  lowers  the  risk  to  lending  institutions  because  it  creates  a  contin- 
gency fund  for  mortgage  payments.    Finally,  if  the  state  does  the  funding 
itself,  it  can  save  a  considerable  amount  of  money — particularly,  as  in 
the  case  of  New  York  in  1977,  when  the  funding  account  is  a  ledger  of 
obligations  and  not  actual  cash  put  aside. 

*  If  we  assumed,  for  example,  that  an  owner  had  acquired  a  25  year  mortgage 
at  9  percent  for  full  value  of  his  property  he  would  amortize  1.12  percent  of 
the  cost  of  the  building  the  first  year,  1.22  percent  the  second,  1.33  percent 
the  third.  Ry  the  tenth  year    he  would    have  amortized  2.74  percent  and  .24 
percent  of  the  building's  cost  would  not  be  reimbursed.     If  an  owner  refinanced 
every  ten  years  with  a  25  year  mortgate  at  9  percent  he  would  only  pay  off 
69  percent  of  the  building's  mortgage  at  the  end  of  a  40  year  period. 
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The  disadvantage  of  funding  is  that  it  imposes  limits  on  the  owner's 
use  of  what  he  considers  his  own  money,  and  interferes  with  his  judgment 
as  to  how  the  money  might  best  be  used  and  thus  might  make  nursing  homes 
a  less  desirable  investment. 

g.    The  New  York  Solution 

New  York  has  had  perhaps  more  experience  with  different  types 
of  cost  based  property  reimbursement  systems  than  any  other  state.    In  1977, 
New  York  devised  a  methodology  which  controlled  for  many  of  the  abuses  the 
state  had  experienced  in  the  past.    The  process  worked  in  the  following  way. 
Each  year  a  facility  could  be  reimbursed  up  to  2.5  percent  of  its  original  cost. 
If  the  amortization  was  less  than  2.5  percent,  then  the  difference  between 
amortization  and  2.5  percent  of  the  cost  of  the  facility  was  "funded"  by  the 
state,  that  is,  the  state  did  not  actually  set  aside  the  funded  amount  but 
credited  it  to  the  home's  account.    Over  time  a  home's  yearly  amortization 
exceeds  2.5  percent  of  its  original  cost.    The  home  would  then  be  able  to 
draw  off  its  fund.    Table  5  shows  how  amortization  would  be  reimbursed  under 
conditions  where  mortgages  varied  by  interest  rates  (9.0  percent  and  12  percent) 
and  the  original  terms  or  life  of  the  mortgage  (15,  20  and  25  years).    As  can 
be  seen  in  these  examples,  as  the  original  term  of  the  mortgage  is  lengthened 
the  time  period  that  state's  payments  will  meet  mortgage  payments  is  also 
increased.     Further,  as  interest  rates  increase,  the  rate  at  which  the 
mortgage  is  amortized  decreases  and  the  time  for  Medicaid's  total  coverage 
of  mortgage  payments  is  increased 

This  form  of  capital  reimbursement  postponed  the  time  when  refinancing 
was  necessary  as  well  as  the  number  of  times  a  home  was  forced  to  refinance. 
Refinancing  normally  occurs  when  reimbursement  covered  only  a  portion  of  the 
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TABLE  5 

YEARLY  AMORTIZATION  REIMBURSED  UNDER  NYS-77* 


INTEREST  RATE 

9.0% 

12.0% 

ORIGINAL  LFNGTH  OF  THE 
MORTGAGE  IN  YEARS 

15 

20 

25 

15 

20 

25 

ACTUAL  AGE  OF  THE  LOANS 
IN  YEARS 


1 

**3. 

31  1.87 

1.12 

*2.54 

1.28 

0.68 

2 

2.05 

1.22 

1.45 

0.76 

3 

2.24 

1.33 

1.62 

0.85 

4 

2.45 

1.46 

1.84 

0.97 

5 

2.68 

1.60 

2.07 

1.09 

6 

2.94 

1.74 

2.32 

1.22 

3.20 

1.91 

2.13 

1.38 

8 

**3.51 

2.09 

2.96 

1.56 

9 

2.29 

3.33 

1.  76 

10 

2.50 

3.75 

1.97 

11 

2.74 

4.23 

2.23 

12 

2.99 

**4.77 

2.51 

13 

3.27 

2.83 

14 

3.58 

3.19 

15 

3.91 

3.59 

16 

4.28 

4.05 

17 

**4.69 

4.56 

18 

5.14 

19 

5.77 

20 

**6.52 

* 

Percent  of  principal 

amortized  for 

the  first 

mortgage  at 

100  percent  of 

the 

value  of  a  new  facility 


**  Only  a  portion  of  the  amount  amortized  will  be  reimbursed 
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yearly  amortization.    By  renewing  the  loan,  the  home  increased  the  portion  of 

the  debt  service  attributable  to  interest  expenses  and  reduced  the  portion 

amortized.    By  limiting  amortization  to  an  average  of  2.5  percent  of  the 

original  cost,  the  state  forced  the  home  into  an  extended  payoff  strategy, 

but  it  did  not  necessarily  force  the  homes  to  refinance  only  after  they 

"exhausted"  the  Medicaid  funded  amount.    Separate  federal  tax  incentives 

may  encourage  owners  to  refinance  before  a  home  had  used  up  its  Medicaid 
6 

funded  payments. 

Finally,  by  gearing  reimbursement  to  actual  debt  service,  the  state 
gave  greater  assurance  to  the  mortgages  that  loans  will  be  repaid,  while  at 
the  same  time  it  eliminated  the  possibility  that  owners  might  pocket  excess 
depreciation — an  occurrence  that  often  took  place  under  the  pre-1975 
reimbursement  system.    The  state's  concern  and  commitment  to  minimizing 
the  risk  to  the  banks  was  based  on  the  belief  "that  the  state  has  an 
ongoing  responsibility  to  the  patients  in  (a)  facility  and  that  the  entire 
planning  concept  of  the  state  is  predicated  on  the  fact  that  the  homes  that 
are  approved  and  open  will  continue  to  operate. . . (If)  these  facilities  (are) 
foreclosed. . .you  run  the  risk  of  serious  disruption  of  the  delivery  of 
services. . .you  may  have  to  close  down  beds... (and)  the  bank  may  demolish 
the  facility  (and)  take  it  out  of  the  health  care  system."^ 
h.     Return  on  Investment 

The  rate  of  return  is  the  product  of  selecting  an  appro- 
priate rate  (that  is,  one  which  reflects  the  risk  of  investing  in  a  nursing 
home  relative  to  the  risks  of  all  other  investments),  and  the  investment 
base  (e.g.,  the  owner's  personal  investment,  the  book  value  of  the  homes, 
the  assessed  value  of  the  home).    Federal  law,  however,  permits  only  one 
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type  of  explicit  return,  that  is,  a  return  on  the  owner's  personal  investment. 
The  amount  of  money  an  owner  is  willing  to  invest  will  be  a  function  of  how 
much  he  can  borrow,  how  interest  on  capital  loans  are  paid,  how  high  the 
state's  rate  of  return  on  the  owner's  investment  is  and  the  nature  of  all 

other  investment  opportunities  and  rates  of  return  available  to  the  owner. 

It  should  be  stressed  that  the  state  is  not  required  to  pay  a  rate  of 

return.    The  decision  to  pay  a  return  and  the  level  of  return  selected  will 

depend  upon  the  state's  assessment  of  how  many  Medicaid  beds  it  needs,  how 

many  are  available,  how  lucrative  the  total  Medicaid  rate  is , whet her 

holes  in  the  methodology  permit  owners  to  reap  "hidden  profits",  and  how  and 

if  incentives  within  the  methodology  should  replace  returns  on  investment. 

3.    Should  property  costs  for  similar  homes  be  treated 
differently  because  of  different  ownership  arrange- 
ments (e.g.  leased  or  owned  property)  or  ownership 
histories  (i.e.,  the  sales  and  leasing  history  of  a 
facility)! 

One  of  the  most  political  aspects  of  the  reimbursement  system 

was  recognition  of  sales  and  leases  by  the  states  and  subsequent  abuses 

that  allegedly  took  place,  namely,  trafficking  or  the  rapid  sale  and  resale 

of  a  home  in  order  to  maximize  Medicaid  reimbursements  and  sales/leaseback 

arrangements  or  a  situation  where  an  owner  would  set  up  a  dummy  corporation 

to  buy  his  own  home  and  then  would  lease  the  home  back  to  himself  at  inflated 

rates.    The  issue  is  should  the  state  take  ownership  arrangements  or  sales 
histories  into  account  when  it  reimburses  a  home?    For  example,  should 

identical  homes  with  identical  historic  costs  be  reimbursed  differently 
because  one  is  .owned  while  the  other  is  leased, or  because  one  has  had 
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only  one  owner  while  the  other  has  been  sold  half  a  dozen  timestor  should 
the  state  pay  the  same  amount  regardless  of  real  estate  transactions  and 
ownership  arrangements? 

a.    Recognizing  Sales 

The  advantage  of  recognizing  sales  is  that  it  allows  the 
industry  to  freely  change  and  adjust  to  new  circumstances.    Also,  the 
ability  to  sell  a  facility  and  realize  profit  is  a  common  attribute  of 
real  estate  markets.    Failure  to  recognize  sales  may  make  nursing  homes  an 
unattractive  investment  and  create  a  shortage  of  beds.    The  primary  disad- 
vantage is  that  given  Medicaid's  role  and  the  peculiarities  of  "market 
prices"  in  the  nurisng  home  industry,  recognizing  all  sales  would  place  no 

limits  on  the  price  of  a  home.    The  incentive  to  the  owners  would  be  to 
restrict  their  patients  to  Medicaid  recipients  (because  private  pay  patients 
would  be  sensitive  to  nursing  home  rates  and  unable  to  support  ever 
escalating  real  estate  prices)     and  to  traffic  in  nursing  home.  Further, 
even  if  the  sale's  prices  recognized  for  reimbursement  were  capped  (for 
example,  at  replacement  costs  of  a  facility)  there  would  be  a  strong  in- 
centive to  sell  and  re-sell  the  home  so  that  capital  reimbursement  could 
be  kept  at  the  maximum. 

If  the  state  wishes  to  recognize  sales  but  wishes  to  maintain  some 
control  over  the  size  and  nature  of  the  transactions  it  has  three  basic 
options.    The  state  can  place  limits  on  allowable  sales  prices,  provide 
financial  incentives  for  owners  to  hold  onto  their  property,  and/or  require 
state  licensure,  and/or  certificate  of  need  approval  prior  to  any  sales 
transaction. 
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The  methods  for  redetermining  the  value  of  a  home  and  setting  limits 
are  similar  to  those  encountered  in  setting  the  value  of  the  facility 
initially  with  one  exemption:     reevaluation  is  dynamic.     It  implies  changing 
conditions.    In  order  to  establish  price  ceilings,  the  state  can  use  three 
standard  real  estate  appraisal  methods:    depreciated  replacement  approach, 
income  approach,  and  market  value  approach. 

A  description  and  the  relative  merits  of  each  of  these  methods  have 

been  discussed  above.    Additional  procedures  are  necessary,  however,  in  the 

instance  of  the  depreciated  replacement  method.    This  requires  that  the  cost 

of  rebuilding  the  facility  be  calculated  and  multiplied  by  the  ratio  of  the 

number  of  useful  years  remaining  in  the  building  over  the  total  life  of  the 

building.    Thus,  if  the  replacement  cost  of  a  10  year  old  home  with  a  40  year 

30 

life  is  $500,000  then  the  depreciated  replacement  cost  equals  $500,000  x  Tq 
or  $375,000. 

If  the  limits  on  sales  prices  are  higher  than  the  unadjusted  value  of 
the  unsold  home  and  if  sale  is  the  only  way  an  owner  can  realize  an  appre- 
ciation in  the  value  of  his  property,  then  there  is  an  incentive  for  owners 
to  sell  in  order  maximize  capital  revenues.     (This  does  not  mean  that  they  leave 
the  business.    Owners  can  merely  sell  each  other  their  homes.)    States  have 
attempted  to  counter  this  with  incentives  for  owners  to  hold  onto  their  property 
(or  disincentives  to  sell) .    While  this  does  not  do  away  with  the  issue,  it 
may  lessen  the  number  of  sales  and  therefore  lessen  the  impact  that  sales 
would  have.     One  approach  is  to  increase  rewards  or  decrease  penalties  with 
years  of  ownership.    Minnesota  has  used  both.     It  had  a  recapture  provision 
to  recoup  depreciation  payment  when  the  sales  price  exceeded  the  book  value 
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of  the  home  (i.e.,  the  undepreciated  historic  cost  of  the  home).  However, 

the  amount  recaptured  was  reduced  one  percent  for  each  month  that  the  owner  held 

onto  his  property.     In  addition,  the  owner's  return  on  his  equity  increased 

for  each  year  for  the  first  25  years  an  owner  held  onto  his  property.  The 

effectiveness  of  these  devices,  of  course,  rests  with  how  they  affected  the 

price  of  the  home  and  the  profits  that  an  owner  could  reap  by  selling  his 

facility  relative  to  the  return  he  received  by  holding  onto  his  facility. 

Perhaps  a  more  direct  way  to  control  sales  is  to  require  state  approval 

prior  to  any  transaction  in  order  to  review  the  financial  implications,  the 

need  for  the  home  under  new  ownership  and  the  character  of  the  new  buyer. 

New  York  has  used  this  approach  with  a  modicum  of  success  for  several  years. 
The  most  effective  method  for  controlling  the  impact  of  sales  on  the 

reimbursements,  however,  is  simply  not  to  recognize  them.    The  state  can 

set  the  value  of  a  facility  once  and  then  ignore  any  sales  transactions 

which  might  occur  over  the  useful  life  of  the  home.     This  is  a  static 

approach  which  may  seriously  undervalue  the  property  over  time  and 

encourage  physical  deterioration  and  a  decline  in  the  bed  stock.    The  state 

may  also  impute  a  cost,  a  fee  that  it  is  willing  to  pay  for  the  services  of 
the  capital.    The  advantage  of  this  approach  is  that  it  bypasses  all  of  the 
'detailed  intricate  calculations  required  when  costs  are  determined  according 
to  the  actual  costs  incurred  by  the  home.    The  disadvantages  lie  in  the 
problems  with  deriving  and  justifying  the  rate,  gauging  the  effect  the 
rate  will  have  on  the  availability  of  Medicaid  beds  and  on  the  industry 
in  generaL  and  showing  that  it  is  consistent  with  federal  "cost  related" 
regulations . 
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b.    Ownership  Versus  Leasing 

After  the  state  has  determined  whether  and  how  it  will 
recognize  sales,  it  must  decide  whether  it  will  distinguish  between  identical 
homes  which  are  owned  and  those  which  are  leased.    The  advantage  of  recognizing 
leases  is  that  it  makes  nursing  homes  attractive  to  investors  interested 
solely  in  building  and  owning  but  not  operating  a  home,  it  allows  operators 
with  the  administrative  talent  but  lack  of  capital  to  operate  homes,  and  it 
allows  an  owner  to  extend  the  legal  protection  to  his  property  beyond  that  which 
incorporation  of  the  firm  permits.    If  both  the  operating  and  capital  portion 
of  the  home  are  incorporated  as  one  firm  business  failure  would  mean  that  the 
owner  would  lose  his  facility.    If  the  facility  is  incorporated  under  a  separate 
entity,  then  an  owner  would  retain  ownership  of  the  home  even  if  the  operating 
side  of  the  business  went  bankrupt. ^  Thus,  if  an  owner  wishes  to  avail  himself 
to  the  protection  of  incorporation,  he  must  set  up  two  firms:    a  corpora- 
tion which  owns  the  facility, and  one  which  leases  the  building  and  operates 
the  home.    This  is  often  referred  to  as  a  sale/ leaseback  arrangement. 
(Rents  from  sale/ leasebacks,  however,  are  rarely  accepted  for  reimbursement. 
The  state's  usually  treat  the  operator  as  an  owner  and  pay  him  accordingly.) 

The  disadvantage  of  leasing  is  that  the  leasee  does  not  build  up  equity 
in  the  capital  he  is  paying  off  nor  does  he  profit  from  the  appreciation 
in  the  value  of  the  facility  upon  its  sale.    Finally,  the  leasee  may  have 
less  flexibility  than  an  owner.    The  leasee  is  required  to  meet  fixed  pay- 
ments over  time  to  the  holder  of  the  lease.    If  interest  rates  drop  or  if 
mortgage  terms  become  more  advantageous,  it  will  not  likely  affect  the  lease 
holders  willingness  to  renegotiate  the  lease  in  the  middle  of  its  term. 
An  owner,  on  the  other  hand,  can  attempt  to  change  his  mortgage  payments 
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any  time  by  renegotiating  a  new  mortgage  or  refinancing  his  home  with  any 
bank  that  is  willing  to  make  him  an  offer.    From  the  state's  perspective, 
the  prime  disadvantage  of  a  lease  is  that  with  few  exception  leases  will  be 
more  expensive  than  the  state's  payments  to  owner  operated  facilities.  As 
John  Holahan  has  observed,"^  under  perfectly  competitive  conditions  the  lease 
will  always  be  more  costly  than  an  owner  operated  facility  because  the 
leaseholder  must  be  reimbursed  for  all  of  the  same  costs  as  an  owner  plus 
receive  a  fee  managing  the  lease.    If  conditions  are  less  than  competitive, 
for  example,  if  certificate  of  need  restrictions  on  entry  and  the  sale  of 
facilities  keep  the  number  of  beds  and  facilities  below  that  which  is  demanded, 
leasor's  will  be  capable  of  extracting  monopoly  rents.    In  order  for  the 
state  to  assess  whether  this  is  undesirable  or    "t,  it  must  be  able  to  guage 
1)  how  much  more  expensive  leases  are  than  owner  operated  property  2)  whether 
the  increased  leasing  costs  might  be  compensated  for  by  lower  operating  costs 
(as  might  be  the  case  with  large  chain  operated  firms), and  3)  how  much  the 
bed  stock  is  increased  by  paying  a  premium  for  leases.     Certainly,  if  the 
products  provided  by  leased  and  owner  facilities  are  the  same  and  the  bed 
supply  is  sufficient,  there  is  no  reason  to  recognize  higher  leasing  costs. 
Under  this  or  any  other  situation  where  the  state  feels  there  is  little 
advantage  to  recognizing  leases  it  can  either  set  a  ceiling  on  leases  equal 
to  what  the  facility  would  have  received  had  it  been  owned.     If  the 
information  necessary  to  make  that  calculation  is  not  available,  then  the 
state  can  impute  what  the  reimbursement  should  be  from  payments  made  to 
comparable  facilities.    Of  course,  the  most  effective  way  to  prevent  leasing 
problems  from  arising  is  not  to  recognize  any  differences  between  owned  or 
leased  facilities. 
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Intertwined  among  the  ownership  and  sales  issues  are  the  federal  and 
state  tax  incentives  which  make  a  strong  distinction  among  owning  and 
leasing  and  selling  or  holding  onto  property.    The  state  must  recognize 
the  impact  that  those  laws  have  on  the  industry  if  for  no  other  reason 
than  it  may  be  tax  laws  rather  than  the  reimbursement  methodology  that 
provoke  much  of  the  behavior  in  the  market.    Reimbursement  changes  alone 
may  be  an  insufficient  policy  device  for  encouraging  owners,  for  example, 
to  hold  onto  their,  property  until  it  has  exhausted  its  useful  life. 

4 .    How  can  the  reimbursement  of  operating  costs  encourage 
efficiency? 

Generally,  we  have  very  little  problem    with  identifying 
the  most  efficient  firms  in  industries  where  output  and  quality  are  clearly 
defined.    The  most  efficient  firm  is  simply  the  firm  capable  of  producing 
a  given  quality  and  number  of  goods  at  the  lowest  price.    In  nursing  homes, 
however,  neither  the  quality  nor  the  final  output  are  clearly  defined. 
This  places  the  state  in  an  unsettling  situation  particularly  in  regard 
to  operating  costs.     (While  capital  cost  reimbursement  has  problems,  there 
is  little  difficulty  assessing  the  quality  of  final  output  of  the  construc- 
tion or  renovation  of  the  home) .    If  the  state  pays  too  much,  it  may  be 
paying  for  inefficiency,  higher  quality  of  care  than  it  requires  or  a 
higher  level  of  profits  than  it  feels  appropriate.    If  the  state  pays 
too  little,  it  may  force  a  reduction  in  the  quality  of  the  care,  a  decrease 
in  the  amount  of  care,  or  a  reduction  in  the  bed  supply. 

States  have  defined  acceptable  levels  of  efficiency  in  three  ways. 

They  have  placed  limits  on  specific  cost  items  (most  notably  administra- 
tive salaries,  management  fees  and  nursing  hours)  set  ceiling  on  cost 
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centers  (for  example,  nursing  care  or  dietary  services)  or  capped  total 
costs.    These  limits  were  either  set  arbitrarily,  established  according  to 
exogenous  standards  or  indices  (for  example,  Minnesota  used  the  wholesale 
price  index  for  raw  food  to  limit  increases  in  raw  food  prices,  Connecticut 
used  a  Connecticut  specific  index  reported  by  the  Bureau  of  Economic 
Analysis  of  the  U.S.  Department  of  Commerce  to  limit  wage  increases  for 
hourly  paid  employees,  and  several  other  states  employed  the  CPI  or  GNP 
delfator  to  control  for  overall  increases  in  rates)  or  fixed  by  the  cost 
experience  of  the  industry  as  a  whole  or  of  groups  of  homes  within  the 
industry  (e.g.,  costs  were  limited  to  average  costs  or  some  percentage  of 
the  average  costs.    Frequently,  variation  around  the  mean  was  addressed 
by  using  standard  deviation  to  set  limits.)    Caps  were  applied  across  all 
homes  or  among  groups  of  homes.    The  most  frequent  categories  used  to 
disaggregate  homes  were  care  level  (SNFs  or  Id's) ,  geographic  regions, 
facility  size  and  sponsorship  (publicf  voluntary  and  non-profit) . 

Exogenous  standards  for  limiting  costs  are  by  definition  beyond  the 
manipulation  of  the  industry  or  an  individual  home.    They  therefore  increase 
the  state's  ability  to  control  costs  while  at  the  same  time  presenting  a 
justification  of  those  limitations  based  on  general  trends  in  the  economy 
or  a  particular  factor  market  that  the  industry  is  dependent  upon.    It  is 
often  politically  impossible  to  establish  all  limits  based  on  exogenous 
constraints.    The  industry's  experience  is  therefore  frequently  used  as 
a  standard  against  which  individual  firms  are  compared. 

When  the  industry  becomes  the  only  standard  for  efficiency,  however, 
problems  can  set  in.  First,  after  an  industry  has  been  reimbursed  on  the 
basis  of  costs  for  an  extended  period  of  time,  there  is  nothing  which 


45 

prevents  every  firm  from  being  inefficient.^"    Thus  to  use  the  industry's 

average  experience  as  a  measure  of  efficiency  may  be  meaningless.  Further, 

it  may  be  incorrect  to  assume  that  a  home  with  an  average  per  diem  of  1.20 

percent  of  the  mean  is  less  efficient  than  one  that  is  1.05  percent  of  the 

mean  particularly  since  the  methods  of  comparing  homes  are  relatively  crude. 

Thus  the  more  expensive  home  may  have  more  heavy  care  patients,  a  greater 

array  and  intensity  of  services,  more  elaborate  equipment,  or  a  greater 

amount  of  space  per  patient.    The  more  expensive  facility  could  also  have 

inept  administrative  practices,  be  overstaffed  or  have  excessive  profits. 

Second,  when  the  industry  experience  is  broken  down  by  certain  groups 

of  homes  the  groupings  themselves  may  serve  to  perpetuate  inefficiencies. 

For  example,  let  us  assume  that  nursing  homes  with  100-150  beds  are  able 

to  employ  all  their  resources  more  efficiently  than  smaller  or  larger  homes. 

If  we  then  categorize  homes  by  bed  size  (49  beds  or  less,  50-99,  100-149, 

150  or  more)  we  have  effectively  insulated  all  the  other  homes  from  the 

impact  of  the  most  efficient  group,  that  is,  the  cost  pressure  for  homes 

to  seek  out  an  efficient  size  is  eliminated. 

5 .    How  can  reimbursement  be  linked  to  the  quality  of  care 
provided  by  the  home? 

Defining  the  quality  of  care  in  nursing  homes  may  be  the  most 
perplexing  issue  in  the  long  term  care  area.    There  does  not  seem,  to  be 
any  clear  consensus  as  to  what  quality  care  is  or  how  it  can  be  measured. 
What  makes  this  all  the  more  difficult  is  that  in  general,  policy 
makers  feel  that  homes  should  be  reimbursed  according  to  the  quality  of 
care  they  deliver.    This  situation  is  complicated  by  the  fact  that  beyond 
very  minimal  requirements  there  does  not  appear  to  be  a  direct  relationship 
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between  cost  and  quality,  that  is,  ever  increasing  amounts  of  money  do  not 
guarantee  any  improvement  in  the  quality  of  care  a  patient  receives.  In 
order  to  overcome  this  difficulty  the  state  ideally  must  define  quality  as 
some  composite  of  inputs,  process  and  outcomes  which  is  readily  linked  to 
the  patient's  condition,  not  easily  influenced  by  the  subjective  judgment 
of  the  quality  surveyor  or  pressure  from  the  owner,  inexpensively  translated 
into  an  administrative  task,  and  amenable  to  quantification  and  to  cost 
analysis.    Short  of  the  ideal,  the  state  can  select  from  among  one  or  more 
of  the  following  three  techniques. 

First,  it  can  fine  the  homes  for  providing  poor  care.    In  order  for  the 
fine  to  be  effective  it  must  be  larger  than  the  cost  of  rectifying  the 
deficiency  but  not  so  large  that  enforcement  officials  would  refrain  from 
issuing  the  fine  or  that  homes  would  refuse  to  accept  patients  who  might 
cause  the  home  to  be  penalized.    California,  for  example,  had  a  $1,000 
fine  for  bedsores.    As  a  result  hospitalized  patients  with  bedsores  re- 
portedly had  difficulty  being  placed.    While  this  approach  is  not  necessarily 
linked  to  the  reimbursement  system,  it  can  be.     In  Michigan,  for  example, 
a  home's  reimbursement  was  reduced  according  to  deficiencies  discovered  in 
the  facility. 

Second,  the  state  can  devise  a  grading  system  for  the  homes  and  re- 
imburse accordingly.    New  York,  for  example,  in  1976  paid  homes  according 
to  5  quality  standards:    Very  Good,  Good  State,  Good  Federal,  Needs  Improve- 
ment, and  Unacceptable.    Very  Good  homes  did  not  have  a  ceiling  on  their 
costs.    The  four  remaining  categories  were  paid  according  to  a  declining 
percentile  among  the  Good  State  homes,  Good  Federal  at  the  35th  percentile, 
Need  Improvement  at  the  25th  percentile  and  Unacceptable  at  the  10th 
percentile. 
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This  approach  requires  two  conditions  be  met  in  order  to  be  successful. 
First,  the  grading  system  must  consist  of  measurements  which  are  relevant 
to  quality  care,  can  be  objectively  applied  across  homes, and  provide  defensible 

quality  categories. 

The  other  condition  is  that    the  cost  of  efficiently  providing  care 

should  be  established  and  used  to  set  state  prices  for  different  quality 
levels.    Failure  to  meet  the  first  condition  has  broader  implications  than 
the  short  run  likelihood  that  some  homes  providing  good  care  may  be  penalized 
and  some  bad  homes  rewarded.    It  will  mean  that  over  time  the  state  will 
restructure  the  industry's  delivery  of  care  around  ineffective  standards. 
Even  if  ineffective,  wholesale  change  is  often  costly.    Failure  to  accurately 
link  costs  to  quality  may  either  prevent  homes  from  meeting  certain  quality 
standards  or  have  them  produce  too  much  of  one  kind  of  care.    For  example, 
Connecticut  used  to  use  a  point  system  based  on  inputs:     the  more  points  a 
home  had,  the  higher  its  rate.    The  points,  however,  were  so  poorly  related 
to  cost,  that  a  legislative  audit  found  that  at  an  additional  cost  of  SI. 00 
per  day,  an  ICF  could  become  an  SNF,  and  receive  an  additional  $10  per  day. 
The  industry's  response  was  predictable.    By  the  time  the  point  system  was 
abandoned  in  1975,  87  percent  of  the  total  beds  were  SNF  beds. 

Third,  states-  can  link  payment  to  patient  disability.    Illinois  has 
devised  a  methodology  which  reimburses  nursing  costs  according  to  patient 
point  counts.    Point  counts  in  turn  are  established  according  to  various 
patient  conditions  and  the  needs  associated  with  those  conditions  (e.g.,  a 
patient  receives  no  points  if  he  can  move  about  independently,  two  points 
if  he  can  move  about  with  some  staff  assistance, and  three  points  if  he  is 
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totally  immobile  and  must  be  moved  by  staff)  .*  This  approach  has  several 
advantages.     It  recognizes  differences  in  patient  disability,  thereby 

attempting  to  offset  the  incentives  under  cost-related  systems  that  are 

capped  to  cream-skim  the  healthiest  patients.    And,  it  focuses  on  nursing 

care,  the  largest  cost  center  most  likely  to  affect  the  quality  of  care. 

In  a  critique  prepared  by  Thomas  Walsh  and  Mike  Koetting  (of  the 

Illinois  Department  of  Public  Health) ,  they  argued  that  a  patient  assess- 
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ment  tool  such  as  the  point  system  had  four  problems: 

1)  It  was  administratively  complex  and  costly.  It  required  that 
patients  be  frequently  re-evaluated  at  a  cost  in  Illinois  af  $4  million 
a  year. 

2)  Discretion  on  the  part  of  caseworkers  produced  discrepancy  in 
patient  classification.    It  was  open  to  individual  shortcomings  of  case- 
workers, to  inconsistency  in  the  application  of  point  count  standards,  to 
arbitrary  or  capricious  disregard  of  those  standards, and  to  bribery  by 
nursing  home  owners  to  increase  points.     In  addition,  there  was  a  systematic 
and  unexplainable  difference  of  15  percent  between  the  average  point  scores 
between  regions  within  the  states. 

The  state  remedied  this  problem  by  establishing  a  monitoring  system  which 
flagged  caseworkers,  offices  and  regions  which  deviated  from  expected  point 
count  patterns.    Perhaps  just  bringing  the  problem  to  the  attention  of  DPH 
was  sufficient.    Because  of  these  actions  and  greater  reliability  of  current 
data,  interregional  differences  in  the  point  count  no  longer  existed  in  1978. 


*Among  the  states  in  our  sample,  the  Illinois  approach  represented  the 
most  sophisticated  attempt  to  tie  payment  to  patient  needs.    Other  states, 
however,  are  also  experimenting  with  methods  for  resolving  this  reimbursement 
issue.    West  Virginia,  for  example,  is  reimbursing  nursing  costs  according  to 
a  point  systoui  which  assesses  16  areas  of  patient  needs  and  nursing  services 
and  assigns  the  time  expected  to  complete  the  expected  tasks  and  the  cost 
of  labor  adjusted  by  the  minimum  professional  nursing  level  required  to 
perform  each  identified  service: 12 
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3)  Simple  patient  assessment  techniques  like  the  point  count  system 

"cannot  capture  all  of  the  needs  which  can  be  expected  to  affect  costs  of 

operation.    In  this  case,  those  patients  whose  needs  are  not  well  represented 

will  have  difficulty  finding  placement.    The  solution  to  this  objection  is 

obviously  to  expand  the  assessment  tool.    However,  the  more  complex  the  tool, 

the  greater  the  administrative  expense  and  possibly  the  greater  the  degree  of 
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judgment  required  by  caseworkers  in  evaluating  patients." 

4)  There  were  questions  as  to  how  consistent  the  relationship  of 
points  were  to  each  other  in  the  assignment  of  levels  of  disability  and 
the  costs  associated  with  those  disabilities.    If  feeding  a  bedridden 
patient  costs  $2.00,  but  the  points  for  that  level  of  disability  produced 
revenue  of  $2.50  a  day,  then  the  incentive  was  to  keep  the  patient  in  bed. 

On  the  other  hand,  if  a  patient  requiring  daily  colostomy  irrigation ,  costing 
$6.00  a  day  but  produced  revenue  of  $5.00  a  day,  then  the  incentive  was  to 
not  accept  patients  with  those  needs  or  provide  the  service  less  frequently 
than  was  necessary.  Thus,  if  the  cost  for  performing  a  given  service  deviated 
from  the  revenue  generated  by  the  points,  then  the  system  tended  to 
either  reward  homes  for  keeping  patients  sick  rather  than  curing  them  or 
deny  patients  necessary  services  because  of  insufficient  payment. 

It  was  not  clear  how  stronjz  the  cumulative  incentive  to  let  a  patient 
deteriorate  was  under  the  point  count  system  nor  how  that  general  incentive 
might  be  thrwarted  by  assigning  different  points  to  levels  of  disability. 
Nor  was  the  level  of  "preference"  for  certain  disabilities  clearly  understood. 
If  the  points  were  seriously  out  of  line,  then  they  might  bias  nursing  home 
behavior  in  a  direction  inconsistent  with  public  policy. 
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The  assumption,  however,  that  the  point  count  system  necessarily 
provided  a  disincentive  for  improving  patient  condition  was  not  supported 
by  empirical  studies  and  must  be  examined  carefully.    As  Walsh  properly 
observed: 

"The  fact  that  some  amount' is  being  paid  to  care  for  specific  conditions 
does  not  imply  an  incentive  to  either  cure  or  retard  progress.  Only  if 
payment  less  cost  in  the  debilitated  state  is  greater  than  payment  less 
cost  in  the  well  state  can  an  incentive  be  said  to  exist. 

(In  addition,)  a  disincentive  may  exist  in  any  system  which  does  not 
have  an  effective  quality  incentive.    The  factors  which  contribute  to 
quality — getting  staff  to  talk  to  and  take  an  interest  in  patients, 
perform  unpleasant  tasks,  use  the  proper  procedures  in  treating 
patients,  etc. — require  performance  of  difficult  management  tasks. 

While  it  is  relatively  easy  to  increase  costs,  there  is  no  assurance 
that  those  increases  will  result  in  better  patient  care.     (A  case  in 
point  is  State  institutions,  where  we  have  had  enormous  staffs  for 
years,  but  complaints  regarding  care  provided  have  led  to  a  major 
dis institutionalization  movement.)    Unless  an  attempt  is  made  to 
explicitly  measure  quality  and  reward  for  its  provision,  there  is 
no  guarantee  that  management  will  be  adequate,  or  will  even  receive 
reliable  feedback  regarding  its  inadequacies.    In  fact^  the  more 
lenient  the  reimbursement  system,  after  the  point  where  sufficient 
resources  are  provided,  the  greater  the  temptation  to  throw  more 
resources  at  a  problem  and  neglect  fundamental  management  solutions. 
The  point  count  system  makes  it  more  difficult  to  throw  resources  at 
a  problem  in  facilities  which  provide  care  to  patients  with  low  care 
needs,  and  consequently  draws  attention  to  the  quality  issue.     It  is 
not  clear,  however,  that  the  resulting  care  will  be  poorer  than  would 
be  provided  under  an  alternative  system. 

(Finally,)  despite  all  the  discussion,  no  one  has  ever  produced 
evidence  that  an  effective  disincentive  to  quality  care  exists. 
The  criticism  has  appeal  because  it  addresses  "quality"  with  which 
elicits  a  pavlovian  response  from  a  number  of  quarters.    There  is, 
for  example,  no  evidence  that  Illinois  patients  are  more  debilitated 
or  less  often  rehabilitated  than  patients  of  other  states. 

In  terms  of  the  relative  merits  of  the  point  system  one  must  accept 

that  reimbursement  systems  alone  do  not  and  cannot  guarantee  that  an 

acceptable  level  of  care  is  provided  or  that  all  patients  regardless  of 

their  condition  will  be  accepted  into  a  home.    To  use  a  well  worn  phrase, 
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adequate  reimbursement  is  a  necessary  but  insufficient  condition  for  assuring 
acceptable  care  or  access.    All  that  can  be  expected  is  that  reimbursement 
be  structured  in  such  a  way  that  it  complements  other  regulatory  devices 
designed  specifically  to  monitor  and  control  quality  and  access.     In  view  of 
this  complementary  objective,  the  point  count  system  must  be  judged  relative 
to  other  current  options.    Of  all  the  options,  Illinois  felt  that  only  point 
count  method  permitted  the  state  to  "tailor  reimbursement"  to  the  disability 
of  the  patients. 
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IV.     The  Politics  of  Reimbursement 

The  nursing  home  industry  occupies  an  unusual  position  among  publicly 
regulated  industries,  for  the  state  not  only  regulates  the  industry  but 
reimburses  it  directly  for  more  than  half  of  the  industries'  revenues.  This 
has  important  implications  because  the  state  cannot  deficit  spend;  that  is, 
states  must  live  within  their  budgets.    Medicaid  is  one  of  their  major  budge- 
tary items  and  nursing  homes  are  typically  the  largest  Title  XIX  item. 
During  recessions  and  periods  of  state  fiscal  distress,  nursing  home  expen- 
ditures become  subjected  to  close  scrutiny  and  are  frequently  constrained. 

In  addition  to  their  fiscal  and  regulatory  ties  to  state  government, 
nursing  homes  are  a  source  of  enourmous  public  ambivalence.    Nursing  homes 
embody  a  series  of  characteristics  each  of  which  is  emotionally  charged: 
old  age,  proverty,  sickness,  mental  illness,  medical  care,  Medicaid  and 
Welfare.    It  is  not  surprising,  therefore,  that  if  a  few  homes  are  discovered 
earning  "excessive"  profits  or  engaging  in  fraud,  patient  abuse  or  real 
estate  speculation,  those  homes,  and  often  the  industry,  become  the  focus 
of  intense  public  investigation  and  political  debate. 

Given  the  political  sensitivity  and  volatile  nature  of  the  public  arena 
that  the  nursing  home  industry  is  in,  the  industry  has  frequently  attempted 
to  stabilize  that  environment  through  heavy  lobbying,  political  contributions, 
and  public  relations.      Further,  given  the  importance  of  reimbursement  policy 
the  industry  has  exerted  a  good  deal  of  pressure  to  control  or  influence  that 
policy. 

A  common  belief  among  many  observers  was  that  Medicaid  policy  for  nursing 
homes  was  set  by  the  industry.    Their  perception  was  that  the  nursing  home 
association  were  powerful  lobbies  at  the  state  level,  that  state  legislators 
were  either  part  owners  in  nursing  homes  or  heavily  indebted  to  the  industry 


53 

for  campaign  contributions,  and  that  Medicaid  administrators  were  out 
maneuvered  by  highly  paid  industry  lawyers  and  consultants .    This  view  was 
not  borne  out  by  our  study.    Although  these  assertions  may  have  been  true 
in  Medicaid's  early  years,  by  the  mid  1970 's  most  of  the  states  in  our  study 
had  adopted  an  adversarial  position  towards  the  industry.    Both  state  govern- 
ment and  the  industry  had  contributed  to  the  creation  of  this  new  "hostile 
environment"  in  which  reimbursement  policy  was  made. 

Several  factors  have  caused  this  antagonism  to  develop.    Indeed  they 
have  also  provided  the  impetus  for  changing  the  reimbursement  systems.  These 
factors  were:  state  fiscal  problems,  scandals  within  the  state,  scandals  in 
other  states  (particularly  New  York)  and  litigation. 

The  fiscal  problems  usually  began  as  projected  deficits  for  the  total 
state  budget.    The  least  that  occurred  under  these  conditions  was  that  the 
rate  of  increase  for  nursing  home  payments  declined.    More  frequently,  how- 
ever, the  rates  themselves  were  frozen  or  reduced.    Fiscal  distress  also 
signaled  the  ascendence  of  the  state  department  of  finance.    That  department 
would  become  involved  in  Che  design  of  the  reimbursement  system  and  fre- 
quently would  have  veto  power  over  the  final  rates  issued  and  exceptions 
request  by  the  homes. 

The  scandals  revealed  either  a  failure  of  the  state  to  properly  monitor 
the  homes  or  the  existence  of  loopholes  in  the  reimbursement  system  and 
fraud  on  the  part  of  nursing  home  operators  and  public  officials.  Inadequate 
state  monitoring  did  not  necessarily  produce  a  change  in  the  reimbursement 
system.     In  Illinois,  for  example,  the  state  responded  to  one  of  the  worst 
quality  of  care  scandals  in  the  country  by  increasing  the  staff,  money  and 
computer  time  allotted  to  the  Department  of  Health  for  surveying  and  monitoring 
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the  homes.    They  did  this  despite  industry  arguments  that  inadequate  payment  not 
inadequate  surveillance  lead  to  poor  care.    The  state  was  able  to  ignore  this 
claim  because  the  rates  were  not  facility  specific,  rate  fraud  had  not  been  an 
issue,  and  there  were  homes  capable  of  providing  excellent  care  at  the  state's 
Medicaid  rate.    However,  the  most  persuasive  reason  the  state  was  able  to  ignore 
the  cries  for  more  money  was  because  its  strategy  worked.    As  the  state  increased 
surveillance,  the  quality  of  care  in  the  homes  increased  while  expenditures 
remained  roughly  the  same. 

When  the  scandals  uncovered  lucrative  holes  in  the  payment  mechanism  and 
fraudulent  behavior  on  the  part  of  public  officials  and  providers  the  reimburse- 
ment system  was  immediately  "investigated"  and  then  altered.    The  loopholes  were 
perceived  as  unconscionable  because  they  not  only  siphoned  off  funds  intended  for 
the  care  of  poor  elderly  and  sick,  but  they  siphoned  them  into  the  pockets  of 
providers  viewed  as  exploiting  their  patients  vulnerability  and  the  state's 
"good  works."    The  involvement  of  public  officials  in  scandals  made  the  state 
particularly  sensitive  to  the  abuse  and  to  proving  that  those  remaining  in  govern- 
ment were  untainted.     It  was  no  coincidence  that  that  grand  jury  indictment  of 
legislators  in  Minnesota  and  New  York  also  produced  vigorous  and  lengthy  legisla- 
tive hearings  and  reforms. 

New  York's  1974-75  scandals  produced  large  ripples  throughout  the  country's 
Medicaid  programs.     This  was  due  partly  in  New  York's  innovative  position  among 
the  states,  the  enormity  of  New  York's  program  and  the  national  prominence  of  the 
New  York  Times  which  made  the  New  York  scandal  a  national  scandal.    Andrew  Stein, 
chairman  of  one  of  the  major  New  York  legislative  committees  investigating  the 
nursing  home  industry,  noted  that  within  six  months  after  scandals  first  began 
to  unfold  in  the  New  York  Times,  28  other  states  had  initiated  investigations 
of  their  own  industries. 
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Three  of  our  sample  states  were  strongly  affected  by  the  New  York  experience. 
Colorado's  Attorney  General's  Office  instigated  an  investigation  of  its  nursing 
homes  because  of  the  New  York  experience  and  the  Moss  Committee  hearings  at 
the  federal  level.    Minnesota  responded  to  its  own  scandal  but  legislators  con- 
sulted with  and  visited  New  York.    Connecticut  similarly  sent  legislators  to 
New  York  and  eventually  adopted  New  York's  Moreland  Act  Commission  solution  to 
capital  reimbursement.    Both  Minnesota  and  Illinois  responded  to  the  "dangers" 
of  New  York  style  trafficking  (the  rapid  sale  and  resale  of  homes  for  the  sole 
purpose  of  increasing  Medicaid  reimbursement)  by  attempting  to  incorporate  into 
their  reimbursement  systems  rewards  for  owners  who  held  onto  their  homes.  They 
did  this  interestingly  enough  despite  the  fact  that  trafficking  was  neither  rampant 
in  New  York  nor  Minnesota  (each  had  approximately  a  3  percent  turnover  of  pro- 
prietary homes  each  year),  and  the  extent  of  trafficking  in  Illinois  was  unknown. 
The  myth, not  the  fact,  of  New  York  trafficking  almost  caused  these  two  states 

to  pay  large  and  unnecessary  bonuses  to  their  homes. 

The  effect  of  the  litigation  is  difficult  to  summarize.    While  varied,  a 

large  number  of  the  industry's  suits  had  to  deal  with  the  "unreasonableness" 
of  Medicaid's  rates  and  the  failure  of  the  state  to  adhere  to  its  own  administra- 
tive practice  acts.    Some  states  had  better  win/ loss  records  than  others.  Some 
used  their  own  legal,  staff  others  contracted  with  outside  firms.    Finally,  states 
responded  to  court  directives  differently  with  some  adhering  to  the  substance 
of  the  courts  findings  while  others  strove  for  minimal  pro  forma  compliance. 

When  the  reimbursement  policies  were  altered,  the  state  and  the  industry 
attempted  to  control  both  the  process  for  change  as  well  as  the  changes  that  were 
incorporated  into  the  payment  mechanism.     Relationships  and  negotiations  usually 
can  be  described  in  terms  of  the  extent  to  which  they  are  cooperative  or  adver- 
sarial.    The  three  factors  which  seemed  to  affect  the  state  and  industry  were  the 
historical  relationships  between  the  state  and  the  industry,  the  presence  or  absence 
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of  scandals  and/or  the  existence  of  state  fiscal  difficulties.    If  the  state 
historically  had  a  friendly  working  relationship  with  the  industry  and  if 
there  had  not  been  any  scandals  or  fiscal  problems,  cooperation  prevailed. 
If  the  situation  was  the  opposite,  the  negotiations  were  adversarial. 

Cooperation  was  characterized  by  the  state's  willingness  to  1)  include  the 
industry  in  discussions  very  soon  after  the  state  decided  it  was  going  to  change 
its  reimbursement  system,  and  2)  argue  and  entertain  substantive  issues  raised 
by  the  industry.    Cooperation  did  not  necessarily  mean  that  the  state  had  been 
co-opted  or  that  the  final  result  was  more  lucrative  to  the  industry  than  if  the 
state  had  struck  an  adversarial  position.     Indeed  in  one  state,  the  executive 
switched  rapidly  from  a  cooperative  to  a  "get  tough"  position  with  the  industry. 
The  industry  turned  to  the  legislature  for  help  and  was  able  to  get  concessions 
it  had  never  been  able  to  secure  from  the  more  knowledgeable  negotiators  in  the 
executive  branch. 

Adversarial  relationships  usually  passed  through  three  stages:     the  first  was 
characterized  by  some  occurrence  (scandal,  fiscal  problems,,  etc)  whi_ch._caused  the 
state  to  dissassociate  itself  or  withdraw  from  the  industry.    This  was  frequently 

followed  by  a  rate  freeze,  the  decision  to  design  a  new  methodology,  special 
investigations  and  reports,  pro-forma  involvement  by  the  industry  and  litigation 
by  the  industry  protesting  the  freeze.    The  second  stage  began  with  the  announce- 
ment of  a  new  rate  methodology  and  a  new  rate.    The  rates  were  usually  equal  to 
or  less  than  the  rates  imposed  during  the  freeze.    The  industry's  response  was 
public  outrage  and  claims  that  the  new  rates  were  confiscatory,  that  quality 
of  care  would  drop  and  that  many  homes  would  not  be  able  to  continue  in  the  pro- 
gram.   More  industry  litigation  would  be  initiated.    At  the  same  time,  some  homes 
might  claim  that  the  new  rates  did  not  allow  them  to  honor  union  contracts. 
Nursing  home  employees  would  fail  to  receive  negotiated  raises  or  increases  in 
benefits.     This  frequently  resulted  in  strikes  or  employees  lobbying  the  state 
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or  both.     In  addition,  the  homes  might  start  to  default  on  their  mortgages  thereby 

prodding  the  banks  to  plead  with  the  state  on  their  behalf.    The  homes  might  also 
initiate  a  boycott  (in  our  sample,  every  boycott  was  unsuccessful,  shortlived 

and  found  to  be  in  violation  of  state  anti-trust  laws).    During  this  period,  the 

legislature  loosened  up,  became  overtly  concerned  about  the  possibility  of  a 

decline  in  the  quality  of  care  and  the  fact  that  "honest  competent"  providers 

might  be  unfairly  hurt  by  the  new  rates. 

Phase  three  was  usually  a  period  of  readjustment  and  moderation.    One  or 
more  of  the  following  occurred:    Public  officials  would  acknowledge  that  the  system 
has  been  purged  of  its  undesirable  providers,  som.    of  the  major  complaints  by 
the  industry  were  proven  to  be  accurate,  the  courts  would  find  against  the  state's 
rate  setting  methodology  or  process,  and/or  the  original  reason  for  the  rate  change 
(scandal,  fiscal  problems ,  etc.)  would  no  longer  be  a    political  issue.  During 
this  phase,  rates  were  usually  increased  and  some  of  the  more  stringent  aspects 
of  rate  methodology  were  modified  or  eliminated. 

Most  states  of  course  cannot  maintain  an  either  highly  antagnoistic  or 
excessively  friendly  and  collaborative  relationship  with  the  industry.  Medicaid 
and  Welfare  are  simply  too  volatile.    They  are  susceptible  to  political  attacks 
and  rapid  change.    In  addition,  states    are  more  succeptable  to  recessions  and 
usually  incapable  of  deficit  spending.     If  there  is  a  state  deficit,  it  is 
likely  to  affect  reimbursement  rates.    This  often  happened  despite  Section  249 
prohibition  against  the  states  altering  their  reimbursement  procedures  because 
of  budgetary  problems.    In  several  states,  the  industry  argued  and  some  state 
officials  conceded  that  if  the  budget  was  tight,  the  "reasonable"  screens  on  costs 
were  lowered  until  the  rate  produced  tolerable  expenditures.    Finally,  nursing 
homes  are  a  politically  ambivalent  topic  which  can  swing  the  state  in  one  direction 
with  a  single  scandal  and  just  as  rapidly  in  the  other  direction  when  it  can  be 
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shown  chat  state  policy  is  adversely  affecting  the  industry  and  the  patients. 
Thus  the  state  Medicaid  nursing  home  link  is  inherently  unstable.    Control  is  not 
and  cannot  be  uniformly  applied  over  time. 

Instability  requires  constant  adjustment.    The  larger  the  adjustment,  how- 
ever, the  more  difficult  it  is  to  implement.    Further,  if  large  changes  result  in  a 
reduction  of  recipient  benefits  or  nursing  home  revenues,  the  state  may  encounter 
such  intense  political  resistance  that  it  is  forced  to  retrench  to  a  more  moderate 
position.    Financial  arrangements  after  all,  carry  with  them  a  political  and 
economic  inertia  which  bind  related  institutions  to  each  other.    Major  changes  in 
the  financial  situation  of  one  institution  affects  all  the  related  organizations. 
The  resistance  to  change  then  extends  to  all  groups  affected. 

New  York  offers  an  example  of  this  inertia  at  work— or  more  appropriately — 
resisting  work.    In  1976,  the  state  reponded  to  its  scandals  and  a  fiscal  crises 
by  attempting  to  quickly  overhaul  its  reimbursement  and  rapidly  reduce  the  rate 
of  increase  in  its  payments.    Two  particular  changes  were  extremely  controversial. 
First  the  state  eliminated  its  automatic  reimbursement  pass-though  on  labor  costs 
associated  with  union  contracts.    Thus  many  homes,  caught  in  the  middle  of  costly 
contracts,  were  unable  to  increase  employee  wages  and/or  benefits.    This  resulted 
in  the  unions  bringing  suits  against  the  homes  and  the  state  and  in  some  instances 
securing  liens  on  Medicaid  revenues  to  specific  facilities.    The  second  change 
involved  revamping  capital  reimbursement  for  proprietary  homes.    This  resulted 
in  approximately  ten  percent  of  the  proprietary  homes  going  into  some  level  of 
default  on  their  mortgages.     It  also  exacerbated  the  union  problems  because  a 
portion  of  the  funds  originally  earmarked  for  operating  costs  at  times  had  to  be 
used  to  pay  the  uncovered  portions  of  the  owner's  mortgage  payments.     Both  of  these 
changes  produced  heavy  lobbying  and  considerable  litigation  by  the  nursing  home, 
their  employees,  the  banks  and  patients.     There  were  no  effective  countervailing 
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forces  and  the  state  responded  to  the  pressure  by  modifying  its  policies,  expanding 
its  exceptions  and  arbitration  efforts,  and  eliminating  the  more  dismprive  compo- 
nents of  its  1976  reimbursement  system. 
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V.  Conclusion 

This  study  has  revealed  several  important  characteristics  about 
reimbursement  practices  and  procedures.    First,  it  was  generally  felt 
that  reimbursement  was  the  most  powerful  policy  device  available  to  the 
states.    It  permitted  the  states  to  structure  the  industry  and  create 
the  types  of  long  term  facilities  they  wanted  not  only  to  service  their 
Medicaid  client  but  also  the  general  public.    Second,  although  reimburse- 
ment procedures  are  technical  in  nature  and  replete  with  specific  accounting 
procedures  and  reports,  they  are,  in  fact,  the  end  result  of  political 
decisions  made  by  the  state  with  or  without  the  involvement  of  the  industry. 

Third,  designating  a  system  prospective  or  retrospective  provides  not 
only  incomplete  but  often  misleading  descriptions  of  payment  system.  Both 
a  facility  independent  system  without  adjustments  (e.g.,  a  flat  rate)  and 
a  facility  specific  system  with  a  host  of  pass  throughs,  exceptions  and 
adjustments  can  be  termed  prospective  although  the  latter  in  fact  bears 
closer  resemblance  to  a  retrospective  payment  method  because  it  makes  such 
large  allowances  for  costs  incurred  after  the  fact. 

Fourth,  capital  cost  reimbursement  was  one  of  the  most  hotly  debated 
and  carefully  investigated  components  of  the  reimbursement  systems  although 
capital  costs  rarely  exceeded  10  to  15  percent  of  total  costs.    This  concern 
was  in  response  to  the  New  York  scandals  and  concern  that  public  funds  were 
being  siphoned  away  from  patient  care  and  into  private  pockets  for  real 
estate  investments. 


61 


Fifth,  Che  major  concerns  about  operating  costs  were  how  they  could 
be  reimbursed  so  that  they  would  encourage  efficiency  while  simultaneously 
promoting  quality  of  care.    The  issues  were  particularly  perplexing  because 
neither  the  nursing  home's  output  nor  quality  of  care  were  clearly  defined. 
Without  those  operational  definitions  states  had  difficulty  in  rewarding 
either  quality  or  efficiency  (i.e.,  low  cost  per  unit  of  output  of  a  given 
quality) .    Despite  the  problems  headway  has  been  made  in  coming  to  grips 
with  these  issues. 

Finally,  from  the  nursing  home's  perspective,  neither  the  capital  cost 
nor  operating  cost  component  are  particularly  binding.    Rather  the  homes 
were  concerned  with  their  total  reimbursement.    The  adequacy  of  the  Medicaid' 
total  rate  was  a  function  of  how  well  the  homes  could  manipulate  the  rate, 
the  extent  to  which  the  private  pay  patients  subsidized  the  Medicaid  patients 
and  the  amount  of  charitable  endowments  and  contributions  available  to  the 
homes . 
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based  upon  information  presented  in  the  following  Urban  Institute  working 
papers,  Bruce  Spitz,  "Medicaid  Nursing  Home  Reimbursement  in  New  York" 
Working  Paper:  5905-6,  August  1979,  Bruce  Spitz  and  Jane  Weeks,  "Medicaid 
Nursing  Home  Reimbursement  in  Minnesota"  Working  Paper:  5905-5,  November 
1978,  Bruce  Spitz  and  Jane  Weeks,  "Medicaid  Nursing  Home  Reimbursement 

in  Illinois"  Working  Paper  5905-4,  January,  1978,  Jane  Weeks  and  Bruce 
Spitz,  "Medicaid  Nursing  Home  Reimbursement  in  California,"  Working  Paper: 
5905-3,  September,  1978;  Bruce  Spitz  and  Jane  Weeks,  "Medicaid  Nursing 
Home  Reimbursement  in  Connecticut,"  Working  Paper:  5905-2,  November,  1978; 
Jane  Weeks  and  Bruce  Spitz,  "Medicaid  Nursing  Home  Reimbursement  in 
Colorado,"  5905-1,  June  1978;  Jane  Weeks  and  Bruce  Spitz,  "Medicaid 
Nursing  Home  Reimbursement  in  Louisiana,"  Working  Paper  5905-00,  April, 
1978. 

2.  American  Institute  of  Real  Estate  Appraisers,  Appraisal  of  Real  Estate, 
(Chicago:  American  Institute  of  Real  Estate  Appraisers,  1964)  p.  236. 

3.  Richard  I.  Ratcliff,  Current  Practices  in  Income  Property  Appraisal: 
A  Critique.  Berkley,  California,  The  Center  for  Real  Estate  and  Urban 
Economics,  University  of  California,  1964. 

4.  American  Health  Care  Association,  How  Medicaid  Pays  for  Long  Term  Care, 
Washington,  D.C.,  American  Health  Care  Association,  1978. 

5.  I  am  indebted  to  John  Holahan  for  drawing  out  these  arguments. 

6.  Sherman  Maisel  and  Stephen  Ronlac,  Real  Estate  Investment  and  Financing, 
New  York,  McGraw-Hill  Book  Company,  1976,  pp.  354-376. 

7.  Transcript  of  the  Fourth  Meeting  of  the  Policy  Committee  of  the  Joint 
Executive  and  Legislative  Task  Force  on  Medicaid  Reimbursement  of 
Residential  Health  Care  Facilities,  1114  Avenue  of  the  Americas,  New  York, 
New  York,  June  17,  1977,  p.  28. 

9.      Barbara  Manard  pointed  this  out  as  an  explanation  for  why  a  large 

number  lease  back  arrangements  were  taking  place  in  California,  a  flat 
rate  state  in  which  individual  homes  are  not  reimbursed  for  escalating 
real  estate  costs. 

10.  This  observation  was  made  during  the  critique  of  an  earlier  draft  of  this 
paper. 

11.  Bruce  Spitz  and  Judy  Feder,  "Hospital  Reimbursement,"  in  John  Holahan, 
et.  al.,  Altering  Medicaid  Provider  Reimbursement,  Washington,  D.C., 
The  Urban  Institute,  June  1977,  p.  47-48. 

12.  West  Virginia  Department  of  Welfare,  "Medicaid  Long  Term  Care  System" 
Unpublished,  Undated. 
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13.  Thomas  Walsh  and  Mike  Koetting,  "Patient  Related  Reimbursement  for  Long 
Term  Care,"  Unpublished,  Undated. 

14.  Ibid. 

15.  Correspondence  from  Thomas  Walsh  to  Bruce  Spitz  and  Jane  Weeks,  December 
14,  1978. 

16.  Interview  with  Al  Fuoroli,  Regional  Medicaid  Director  (Region  1), 
Medicaid  Bureau,  HCFA,  Boston,  Massachusetts. 
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